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PREFACE 


The subject matter of this text may be divided broadly into 
two parts. The first seventeen chapters deal with the general 
principles governing the construction and use of reports, accounts, 
and records. In these chapters the accounts and records of a 
corporation and the accounts of a manufacturing business are 
given particular attention. Chapter XLVIII provides a drill 
on the subject matter of Chapters XX XIX to LXVII inclusive 
and also provides a thorough review in the application of account- 
ing principles. 


The last twenty-four chapters deal primarily with the use of 
accounting in the control of the relations which the business unit 
must have with those both external and internal to its organiza- 
tion. The purpose and aim of these chapters is fully set forth in 
Chapter LVI on ““The Relation of Accounting to Business Manage- 
ment’’. 


Chapters LVII to LX inclusive deal with the construction 
and interpretation of the orthodox financial statements which are 
used by business executives, stockholders, creditors and govern- 
mental agencies in judging the financial condition and the earning 
capacity of different types of businesses. 


Chapters LXI to LXVIII inclusive treat of records and re- 
ports used in the control and management of the operations of 
the functional departments of a business. Chapters LXIX to 
LX XIV inclusive deal with special features of accounting practice. 
Chapter LX XV explains the accounting organization and pro- 
cedure by which the information discussed in the preceding 
chapters is collected, organized, classified, and presented for 
executive use. Chapters LX XVI and LX XVII explain the work 
of both the public and company auditor, and Chapters LX XVIII 
and LX XIX deal with personal budgets and the budgets of busi- 
ness firms. 


There is much material included in this text which is not 
ordinarily included in a text on bookkeeping and accounting. 
This material is introduced to give the student sufficient informa- 
tion with reference to the problems of business management to 
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enable him to understand how accounting may be used in their 
solution. Throughout the text, the student is taught to look at 
the accounting records from the point of view of the manager, 
rather than from the point of view of the bookkeeper. This not 
only enables him to construct the records so that they will be most 
useful to the manager, but also gives him a training which will 
assist him to advance to a managerial position. 


The text material is divided into distinct chapters, each 
chapter dealing with one principal topic. Each chapter consists 
of three parts: 


(a) A discussion of the accounting principles which relate 
to the topic of the chapter. 

(b) A series of questions and short problems for class 
discussion, which develop and apply the principles 
discussed in the chapter. These questions are 
primarily thought questions which develop the 
student’s ability to analyze and interpret accounting 
and statistical data. 

(c) Laboratory exercises and problems which illustrate 
and require the application of the principles discussed 
in each chapter. Although most of the laboratory 
material consists of short exercises which illustrate 
specific principles and minimize detail, two complete 
“sets’’ are given which afford the student an ac- 
quaintance with the bookkeeping system as a whole. 


The material is especially adapted to instruction by the class 
recitation method. It has been arranged so that class assign- 
ments can be made and recitations based on these assignments 
conducted effectively. 


The author is indebted to many teachers and accountants 
for assistance and helpful suggestions in connection with the 
preparation of the manuscript. Among those to whom he is 
especially indebted are the following: Mr. D. D. Sells, of the firm 
of James O. McKinsey and Company, who aided in the prepara- 
tion of several of the chapters; and Mr. Earl W. Barnhart, Chief 
of the Commercial Section, Federal Board of Vocational Educa- 
tion, Washington, D. C., who is the author of Chapters LX XII 
and LX XIII. 


JAMES O. McKINSE 
Chicago, Illinois CKINSEY 


Ba September 1, 1927 
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CHAPTER XXXIX 


THE NATURE AND CHARACTERISTICS OF THE 
CORPORATION 


Need for Consideration of the Corporate Form 


The ownership of a business may be vested in a sole proprie- 
torship, a partnership, or a corporation. In previous chapters 
the nature and characteristics of the sole proprietorship and of 
the partnership have been explained. It is now necessary to con- 
sider the nature and characteristics of the corporation and to see 
the additional information necessary for effective control under 
this form of organization. 


During the past few years the corporate form of organization 
has become of increasing importance because of the rapidly in- 
creasing number of businesses owned and controlled by the cor- 
porate form of proprietorship. With the increasing size of the 
business unit, there has come a demand for such a quantity of 
capital as can be obtained only by securing contributions from 
many investors. To obtain the necessary number of investors, 
the investment of many who have accumulated savings must be 
secured. These investors desire an income from the use of their 
savings, but desire to avoid being burdened with the active 
duties of management and to limit their liability for loss at least 
to the amount of their investment. The corporate form of 
business organization satisfies these demands, and, as a result, 
bas secured for itself a firm footing in the conduct of commercial 
and industrial enterprises. 


The corporation marks a decided improvement over the part- 
nership as an agency for furthering large-scale industry. Conse- 
quently, it is the customary form of organization for business 
firms of any considerable size. It is quite important and neces- 
sary, therefore, for the student of accounting to acquaint himself 
with its characteristics. To explain and illustrate these is the 
purpose of the present chapter and the chapters immediately 
following. 


The Corporation Defined 


Chief Justice Marshall, in the well-known Dartmouth College 
decision, defines a corporation as ‘‘an artificial being, invisible, 
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intangible, and existing only in contemplation of law”. More 
concretely and comprehensively, it may be defined as “an artifi- 
cial person, separate from its members, authorized by law, created 
by charter,! and having, in addition to the powers expressed in 
its charter, the implied powers of a natural person”. The fore- 
going definitions emphasize: 
(1) That the corporation is an artificial being. 
(2) That it is a distinct entity, separate from the individ- 
uals who are responsible for its creation and operation. 
(3) That it is created by law and exists only in contem- 
plation of law. 
(4) That its powers are defined in the charter by which it 
is created, but that it possesses the implied powers 
of a natural person. 


Since the corporation possesses the implied powers of a 
natural person, it can perform business transactions in its own 
name; it can own and exchange property and can carry on any 
form of industrial or commercial activity which is not prohibited 
by law. The possession of these powers imposes on it certain 
liabilities; for example, it can be held responsible for its debts 
and for contribution to the support of the state through taxation. 


Comparison of Corporation and Partnership 


The corporation is differentiated from the partnership by the 
following characteristics: 
(1) The authority of the members to act for the company 
is limited. 
(2) The liability of the members is limited. 
(8) The ore gza On may be continued in existence indefi- 
nitely. 


In a partnership each member may act for the firm, and the 
obligations so incurred are binding upon the firm so long as 
they are such as an outsider may reasonably expect the partner- 
ship to incur. In a corporation no member ean transact business 
for the company unless given specific right to do so as an agent 
or officer. This provision of corporation law has two desirable 
results: (1) it protects the corporation from the possible unwise 
acts of members who might assume authority to act for it; (2) it 
relieves from the burdens of management those members who do 
not desire to assume such obligations. 


In a partnership each member is liable for the debts of the 
firm to the extent, if necessary, of his entire estate; in a cor- 
poration the liability of each member for the debts of the corpor- 
ation is usually limited to the amount of his investment. In 


_ It is explained subsequently that the charter of a corporation is the 
written permission granted by the state for its organization and operation. 
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national banks the stockholder is liable for double his investment. 
In a few states a liability in excess of their investment is imposed 
on all stockholders. 


A partnership is automatically dissolved by the death, with- 
drawal, bankruptcy or mental incapacity of one of its members; 
the life of a corporation is practically unlimited because it contin- 
ues as a perpetual body throughout the life of its charter, and the 
charter may be renewed without difficulty. As the following 
quotation very well states, ‘‘A corporation is an artificial person, 
created for preserving in perpetual succession certain rights 
which, being conferred on natural persons only, would fail in 
the process of time.”’ 


Advantages of the Corporate Form 


The advantages of the corporate form have been indicated in 
the definition of the corporation and in the comparison of the 
corporation with the partnership form of organization. To 
summarize, these advantages may be stated as follows: 


(1) Lnmited Inability of Members. The private estates of 
the stockholders can not be held for the debts of the corporation. 
If the corporation fails, stockholders may lose a portion or all 
of their investment, but they will not lose more than that amount 
or an additional amount equal thereto when the double liability 
applies. This provision of corporation law is of decided impor- 
tance in the financing of a corporation. Investors are encouraged 
to invest small amounts in a corporation because of the possi- 
bility of large profits arising from the use of a large amount of 
capital and the absence of a liability in excess of the amount 
invested. 


(2) Legal Entity of the Corporation. A corporation is an 
artificial person, an entity separate and distinct from its members. 
In the capacity of a distinct legal entity, it may act under a cor- 
porate name. It may secure, hold, and dispose of property in 
its corporate capacity. It may enter into contracts with out- 
siders or with its own stockholders. It may enforce these con- 
tracts by suit, if necessary. It has, therefore, a freedom of ac- 
tion which is lacking in the partnership. 


(3) Holding of Stock Evidenced by Transferable Shares. One 
of the most attractive advantages of a corporation is that the 
shares issued to its members as evidence of ownership of stock 
are transferable. This makes possible the sale of the member’s 
interest at his pleasure without interfering with the operations 
of the corporation. It also affords the member the opportunity 
to use his stock as collateral for a loan in case he desires to borrow 


funds. 
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(4) Centralization of Control. Through the working organ- 
ization usually employed by the corporation, the responsibility 
of management may, if desired, be delegated to one head. This 
makes possible centralized and unified control and management. 


(5) Accumulation of Capital. The number of members in a 
corporation is not limited, and, since by having a centralized 
control a large membership does not become unwieldy, the 
membership often totals many thousands. This makes it possible 
to secure a large mass of capital, and this, in turn, makes possible 
the development of large-scale industry. 


Disadvantages of the Corporate Form 


There are certain disadvantages which may arise in connec- 
tion with the corporate form of organization. Some of these are 
inherent in the corporate form, while others may arise under 
particular circumstances. The most important of these dis- 
advantages are: 


(1) Onerous Taxation. As an artificial being created by law, 
the corporation is subject to taxation by a law-making body. 
At the present time, corporations are subject to taxation by both 
the state and national governments. In some cases the taxes 
imposed on corporations are heavier than those imposed on 
individuals and partnerships. 


(2) Filing of Numerous Reports. As a basis of taxation and 
for purposes of supervision, both state and national governments 
require reports to be filed by corporations giving information 
with reference to their operations. Some states require so many 
detailed reports that their preparation may become costly and 
burdensome. If the corporation maintains proper accounting 
and statistical records, the preparation of these reports is usually 
not difficult. 


(83) Publicity of Corporate Affairs. Through the reports 
which must be made to the governmental authorities, matters 
of importance may be made known to the public. Such infor- 
mation, when secured by competitors, may be used to the detri- 
ment of the corporation. The probability of this happening is 
not large. 


(4) Stockholders’ Limited Liability. Although the limited 
liability of the stockholders is advantageous to those investing 
in the stock of the corporation, it may work as a handicap to the 
corporation when it seeks to borrow funds, since the security of 
the creditors is limited to the assets of the corporation. In the 
case of sole proprietorship and the partnership, the private 
resources of the members also serve as security. Ina well-managed 
corporation this feature is not of much importance, since its 
assets will be sufficient to serve as security for its loans. 
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(5) Lamitations of Activity. In some states corporations are 
prohibited from entering certain lines of activity. In all states 
they are limited to the activities granted to them in their charters. 
If the charter is properly drawn, it is usually possible to carry on 
the activities in which it is proper for the corporation to engage. 


(6) Lack of Personal Interest in Management. Unlike the 
partnership, the corporation is not managed directly by the 
members, but through agents selected by them. This may lead 
to the placing of the management of the corporation in the hands 
of those who do not have the personal interest possessed by the 
members. Usually this danger is eliminated by selecting members 
of the corporation for its principal officers at least. During the 
past few years there has been a widespread tendency to have all 
the employees become members of the corporation. 


The Working Organization of the Corporation 


In the corporation the proprietorship is vested in the members 
of the corporation, who are known as stockholders. The owner- 
ship of the stockholders is evidenced by shares of stock. Each 
share of stock gives the holder thereof the right to one vote in 
the management of the business unless it be specified at the 
time of its issue that it is non-voting stock. Each member’s 
power, therefore, depends upon the number of shares he holds, 

If desired, a member may transfer his voting power to another 
stockholder. By this means one stockholder may exercise author- 
ity quite in excess of that to which his own holdings entitle him. 
In many corporations the membership is large and the stock- 
holders are widely scattered territorially. In this case the stock- 
holders who are unable to attend stockholders’ meetings may 
delegate their authority by power of attorney to an agent who 
votes their stock. This results in voting by proxy. 

Although the ultimate control of the corporation is vested in 
its stockholders, they exercise this control only indirectly. They 
elect at regular intervals, usually annually, a board of directors 
to whom they delegate the duty of supervising and controlling the 
activities of the business. The board of directors makes periodic 
reports to the stockholders. ‘These reports show the results of 
the operations of the past period and frequently contain recom- 
mendations as to plans and policies for the coming period. These 
recommendations are approved or disapproved by the stock- 
holders at their periodic meetings. 

The board of directors delegates the administrative duties to 
the general officers whom the members of the board select to 
direct the administrative functions of the business. These officers 
usually consist of a president, one or more vice-presidents, a 
secretary and a treasurer. Each vice-president may be in charge 
of a specific function of the business; for example, there may be 
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a Vice-President in charge of sales and a Vice-President in charge 
of production. The President is usually the chief executive officer 
of the business. The other officers, although they may be selected 
by the board of directors, act subject to the authority and control 
of the president. The general officers entrust the execution of 
the policies of the business to subordinate officers, and these in 
turn employ the services of assistants. This form of organiza- 
tion is shown graphically in Illustration No. 96. 
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Illustration No. 96, Corporate Form of Organization 


This chart shows the narrowing down of the responsibility for 
management from the numerous stockholders, through the board 
of directors and executive committees, to the executive head of 
the business, who is usually the president. It then shows how 
the administrative duties of the chief executive are delegated to 
the general officers, the subordinate officers, and finally to the 
assistants of the subordinate officers who are the ones in direct 
contact with the workers. A very good illustration of this dele- 
gation of duties may be found in the case of a manufacturing 
firm which has a Vice-President in charge of production, and 
under him a superintendent of the shops, who in turn has sub- 
ordinate to him the departmental foremen; these foremen direct 
and control the activities of the workers. 


Relation of Accounting to the Corporate Form 


From this chart, the student can derive some idea of the func- 
tioning of records and reports in an organization that is as highly 
specialized as it is usually necessary for the corporation to be. 
In such an organization the manager or executive staff can not 
rely on personal observation and impression when formulating 
plans and policies. Errors would occur too frequently, and mis- 
takes in judgment in important matters are likely to be costly. 
Intelligent administration through such a form of organization 
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will necessitate the keeping of records which will provide infor- 
mation of three kinds: 

(1) Information which will enable the stockholders, 
board of directors and the executive staff to deter- 
mine the general policies of the business and the 
duties which should be delegated to the subordinate 
managers. 

(2) Information which will enable each subordinate man- 
ager to perform properly the duties delegated to him 
and to co-ordinate his activities with those of all the 
other subordinate managers. 

(8) Information which will enable the executive staff, the 
directors, and stockholders to judge the efficiency 
with which the duties delegated to the subordinate 
officers have been performed. 


To obtain this information it is necessary to have a compre- 
hensive system of records and reports. It is the purpose of the 
following chapters to continue the discussion begun in the pre- 
ceding chapters of the principles which should govern the con- 
struction of these records and reports. It may be well to state 
that the principles governing the construction and operation of 
the accounting system for a corporation are the same as those 
governing the construction and operation of the accounting sys- 
tem of a business operating under any other form of proprietor- 
ship, and the same principles govern the procurement of the 
additional information required in connection with the corpo- 
ration. 
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QUESTIONS FOR CLASS DISCUSSION 


aera ds 

“Many who have accumulated savings . . . desire an 
income from the use of their savings, but desire to avoid being 
burdened with the active duties of management and to limit their 
liability for loss at least to the amount of their investment.” 
Give as many instances as you can of persons who would fit this 
description. 

or 2 

John Walsh, thirty years of age, has accumulated savings of 
$8,000.00. He is employed at present as head of a department 
in a men’s clothing store, but desires to conduct a business of 
his own. He has two opportunities to invest his savings: (1) in 
the stock of a corporation conducting the largest department 
store in the city; (2) to purchase a half interest in a small but 
prosperous men’s specialty store. Which investment will he 
probably make? Why? 

Eg ees 

George Mason, seventy years of age, is a retired clothing 
merchant. He is offered the same investments offered John 
Walsh. Which will he probably make? Why? 


Ce ead 


James Forbes has been conducting a retail dry goods business 
as sole proprietor. He wishes to add several new departments 
and expand his business. His funds are inadequate and it is im- 
practicable for him to borrow from his bank sufficient funds to 
finance the project and repay the loan in the short credit period 
extended by the bank. He decides to reorganize his business as 
a partnership or a corporation, and asks your opinion as to the 
relative advantages and disadvantages of these two forms of 
organization. Assuming any facts necessary, what advice would 
you give Mr. Forbes? Why? 


seed ee 

EK. W. Smith is advised to buy stock in a corporation which 
has more than a thousand stockholders. Mr. Smith is inclined 
not to accept the offer because he says he would play too small 


a part in the affairs of the corporation. What argument can you 
give him to persuade him to take stock in the corporation? 


226= 


_ On the other hand, what arguments might justify Mr. Smith 
in feeling that the stock in this company is not desirable for his 
purposes? 
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ed Sn 


_(a) Who are the proprietors in a sole proprietorship, a partner- 
ship, and a corporation? (b) In each of these forms of organi- 
zation, who is usually responsible for the active management of 
the business, and how is he selected? 


LOG woes 

Engaged in the candy manufacturing industry in your city 

are S. D. Tatum, a sole proprietor; Price & Breese, a partnership; 

and the Purity Candy Company, a corporation. Compare the 
method of organizing these three businesses. 


ERes 


What difference in the working organization of these three 
concerns would you expect to find? 


So 
S. D. Tatum, Edward Price, a partner in the firm of Price 
& Breese, and John Haywood, a stockholder in the Purity Candy 
Company (Question 8) apply to their banks for personal loans. 
What security may each offer for his loan? 


ices 


(a) When the investors in a corporation are widely scattered 
territorially and hence are unable to attend stockholders’ meet- 
ings, how may they exercise their voting power? (b) Do you 
see any disadvantages in such “absentee control’ on the part of 
stockholders? Explain. (c) Give a reason for buying stock in 
a distant corporation when it is not possible for the investor to 
be present at stockholders’ meetings. 


AG | ees 
H. R. Hitchcock, who lives in Vermont, is a large stockholder 
and a member of the board of directors of a steel corporation 
which is located in Pittsburgh, Pennsylvania. Johnson, Finn, 
and Wall are members of the executive committee of the board of 
directors. Baker, Patterson, and Kennedy are managers of the 
production, purchasing, and sales departments respectively. 
Explain how these men in their various official capacities are 
kept informed of what each is doing and how together they are 
able to manage the affairs of the corporation properly. 


PEL G Yenc 


Compare the need for reports in such a corporation as that 
described in Question 12 with the need for reports in a partner- 
ship and in a sole proprietorship. ; 
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ay hal 


A condensed Balance Sheet of the King Manufacturing Co. 
as of December 31 is as follows: 


KING MANUFACTURING CO. 
BALANCE SHEET, DECEMBER 31, 192 


Assets | Liabilities 
Current Assets....... 99,500 Current Liabilities... 180,000 
Fixed Assets......... 400,000 Fixed Liabilities..... || 220,000 
Deferred Charges..... 500 
Proprietorship 
Capitalastock sees 100,000 
500,000 500,000 


The corporation is unable to pay its creditors and is forced 
into the hands of a receiver. In liquidation, the current and 
fixed assets realize $50,000.00. James King owns one-half of 
the capital stock of the company. What is his liability to the 
creditors of the company? 


aia 


If the King Manufacturing Co. were a partnership, owned by 
James King and John Brown, equal partners, and liquidated in 
the same manner and with the same results given in Question 14, 
what would be the liability of Mr. King to the creditors (a) if 
Brown had no property outside of his investment in the partner- 
ship, (b) if Brown had sufficient property to meet all of the 
obligations of the partnership? 


CHAPTER XL 
PROPRIETORSHIP IN THE CORPORATION 


Proprietorship Vested in Stockholders 


In a sole proprietorship the business is owned by one person 
who exercises full control. In a partnership the business is owned 
by two or more partners, each one possessing the right to act for 
the firm. Proprietorship is vested in the partners, each having 
a separate liability and a separate power to act as an agent of 
the partnership. In a corporation the business belongs to all the 
stockholders, but no one possesses the right to act independently 
of the others. All must act as a body, as an “artificial person.” 
All property is held in the name of the corporation and not in 
the name of the members. The control of the capital of the cor- 
poration may be entrusted to one individual, acting in the ca- 
pacity of president or manager under the supervision of a group 
of individuals known as the board of directors, but ownership 
does not rest with that individual or group of individuals, but 
with the corporation itself. In the corporation the proprietor- 
ship is therefore vested in the stockholders acting as a “legal 


entity.” 


Proprietorship of Corporation Divided into Shares 


The ownership of the stockholders in the proprietorship of 
the corporation is measured in terms of shares. At the time of 
its formation the corporation receives a charter from the state 
which grants it authority to issue a certain amount of capital 
stock. If only one kind of stock is issued, it is divided into equal 
shares. If the corporation is authorized to issue two or more 
kinds of stock, the shares of each kind may be of a different 
denomination, but all the shares of any one kind of stock must 
be of the same value. 

The value of a share of stock as stated in the charter, is known 
as its par value. The par value of the stock is determined by 
dividing the total capital stock by the number of shares to be 
issued. If the total capital stock of a corporation is $50,000.00, 
divided into 500 shares, the par value of the stock is $100.00. 
In practice the reverse process is usually followed: the par value 
is first determined, and this is divided into the total stock to 
determine the number of shares to be issued. The par value of 
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stock is usually $100.00, although it may be of any par value 
desired, unless the law of the state, where the incorporation takes 
place, imposes limitations. Some companies, in order to en- 
courage small investors, issue shares the par value of which is 
$5.00, $10.00, or $50.00, but in the majority of cases the par 
value is $100.00. 

During recent years the laws of some states have authorized 
the issuance of stock of no par value. A number of large cor- 
porations have issued this kind of stock during the past few 
years. Under this plan, the capital stock of the corporation is 
divided into a certain number of shares, but no value is stated 
for each share. To determine its value, it is necessary to divide 
the proprietorship of the corporation by the total number of 
shares of no par value stock issued. 

It is claimed that the employment of stock of no par value 
tends to prevent deception of the stockholders. When stock of 
a definite par value, for example, $100.00, is issued, there is a 
tendency on the part of stockholders who are not skilled in finance 
to consider it worth $100.00. As a matter of fact, its value may 
be very much above or below this amount. The proprietorship 
of a corporation is constantly fluctuating, and these fluctuations 
are reflected in the value of the capital stock of the business. 
Even though the par value as stated at the time of organization is 
the same as its real value, it will probably never be the same after 
the corporation commences to operate. If stock of no par value 
is used, it is necessary for the investor to determine its value by 
dividing the proprietorship of the corporation by the total shares 
issued. This not only may prevent deception, but it may also 
cause the investor to know more about the business in which he 
invests his funds. 


More freedom can be exercised in establishing the sale price 
of no par value stock since the question of discount is not involved 
so long as it is sold at a price equivalent to the minimum estab- 
lished by state law. In most states this minimum is $5.00. 


Ownership Evidenced by Stock Certificates 


Each stockholder receives a certificate of stock which grants 
title to the number of shares he owns. This certificate declares 
the person named therein to be a shareholder in the corporation, 
and grants title to the stock stipulated on the face of the cer- 
tificate. Further evidence of ownership of the stock is afforded 
by the record on the books of the corporation. 


When a stockholder sells his stock, he fills in a blank form 
on the certificate, which authorizes the corporation to transfer 
his interest in the corporation, or that part of his interest which 
is stated, to the person whom he designates. The purchaser 
forwards the old certificate to the company which cancels it, 
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issues a new certificate to the stockholder and makes the proper 
entries on its record to show the transfer. The method by which 
the interests of stockholders are transferred serves to emphasize 
the continuity of the organization of the corporation. Stock 
certificates may be sold or otherwise transferred at the option 
of the owner. The personnel of the stockholders may thus be 
constantly changing, but the existence or operation of the cor- 
poration is not affected thereby. 


Loss or destruction of a certificate does not affect ownership 
or the performance of any of the rights of a stockholder. Pro- 
vision is usually made for the issue of a new certificate in such a 
ease. The contents of the certificate will be discussed and illus- 
aes in connection with the stock certificate book in Chapter 


Classification of Stock 


All the stock issued by a corporation does not necessarily 
carry the same privileges and consequently may not be equally 
desirable as an investment. There are several bases of differen- 
tiation between shares of stock, such as distribution of profits, 
distribution of assets in case of dissolution, accumulation of 
dividends, etc. Based on these distinctions, stock may be vari- 
ously classified. For the purpose of the present discussion, it 
will be sufficient to classify stock as: 


1. Common. 

2. Preferred. 
a. Participating or nonparticipating. 
b. Cumulative or noncumulative. 


Common stock is that which has no preference with reference 
to dividends or assets over any other stock of the company. It 
confers upon its holders the right to participate in the manage- 
ment of the affairs of the company through the board of directors 
who are elected by the stockholders at the periodic meetings. 
It may have preference as to voting power. In some cases it is 
only the common stock which has the right to vote. 


Preferred stock is that which has some kind of preference over 
the ordinary or common stock. The privileges accompanying 
preferred stock are not uniform, but there is one point of distinc- 
tion which is applicable to all preferred stock, namely, preference 
as to distribution of profits. To understand the effect of this 
preference, it is necessary to consider briefly the method of dis- 
tributing the profits of a corporation. 


As a rule the profits of a corporation are divided yearly, 
although a quarterly or semi-annual distribution may be made. 
Whenever profits are divided among the stockholders, a dividend 
is said to be declared. Dividends can be declared only by the 
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board of directors and only by them when there are undivided 
profits to be distributed. A dividend is usually stated as a cer- 
tain percentage of the par value of the stock on which it is paid. 
To illustrate: if the capital stock of a company is $100,000.00, 
and the annual profits distributed are $8,000.00, each share of 
stock of a par value of $100.00 will receive an eight per cent 
dividend. Usually all of the profits of the corporation are not 
distributed as dividends. Some part of the profits is retained 
in the business to provide for expansion and for possible losses 
which may occur in later years. When stock has no par value, 
the dividend is stated as so much per share. 


To make their stock attractive to investors, companies often 
issue a portion of their stock with a preference as to dividends. 
This means that whenever profits are distributed, the preferred 
stockholders receive their share first. If the profits are insuffi- 
cient to satisfy more than the claims of the preferred stock- 
holders, the common stockholders receive nothing. For example: 
a company, capitalized at $100,000.00, has issued 500 shares of 
eight per cent preferred stock and 500 shares of common stock, 
each with a par value of $100.00. This means that in the dis- 
tribution of dividends, the holders of these 500 shares of pre- 
ferred stock would be paid an eight per cent dividend before 
anything could be paid to the common stockholders. If the 
profit for the year is $6,500.00 and the directors decide to dis- 
tribute this amount to the stockholders, the owners of the 
preferred stock would receive a dividend of eight per cent or 
$4,000.00, leaving only $2,500.00 to be distributed among the 
common stockholders, who would thus get a dividend of only 
five per cent. 


The common stock is sometimes more desirable than the pre- 
ferred stock. This may be true if the holders of preferred stock 
are forbidden to share in the profits in excess of the amount of 
their preference. To illustrate: it may be assumed that a com- 
pany is capitalized at $1,000,000.00, 5,000 shares of which are 
common stock and 5,000 shares are preferred at eight per cent, 
the latter being barred from participation in profits above the 
preferred rate. The profit for the year, $100,000.00, is distributed 
among the stockholders. Of this amount, $40,000.00 is required 
to pay the dividends on preferred stock. The balance, $60,000.00, 
is distributed among the common stockholders, with the result 
that this class of stock receives twelve per cent, a greater divi- 
dend than that allotted to the preferred stock. 


At common law, preferred stock is participating unless other- 
wise stipulated in the articles of incorporation. This has been 
changed, however, by the statutes of some states. Preferred 
stock can be classified, therefore, into participating and non- 
participating stock. When the preferred stock is prohibited from 
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sharing in the profits above the preferred rate, this stock is said 
to be nonparticipating; otherwise, it is participating. 

Sometimes the preferred stock is given a preference with 
reference to the distribution of assets. In case of the dissolu- 
tion of a corporation, its net assets may not be sufficient to repay 
the investment of all the stockholders. In this event, payment 
will be made first upon that stock which has been issued with a 
priority of claim on assets. 

Again, preferred stock may be either cumulative or non- 
cumulative. If it be cumulative, the company is under obliga- 
tion to pay the full amount of dividends named in the certifi- 
cate. If this can not be paid out of the earnings of one year, the 
claim still stands against future earnings. If the stock be non- 
cumulative, the stockholder must be satisfied with whatever 
profit the company makes, even though it be less than the fixed 
rate. In this case, the stockholder has no claim on future earn- 
ings. To illustrate: it may be assumed that A owns 1,000 shares 
of eight per cent preferred cumulative stock which would ordi- 
narily net him an income of $8,000.00. If the company’s earnings 
should at any time fall to a point where it could pay only $5,000.00 
of the $8,000.00 due, the remaining $3,000.00 would be a claim 
against the profits of the company for the next year, or at such 
time as the earnings would be sufficient to enable it to pay the 
$3,000.00. On the other hand, if A’s stock were noncumulative, 
he would have to be satisfied with the $5,000.00, and he would 
have no claim on future earnings. 


Method of Showing Proprietorship 


In a business owned by one individual, the proprietorship is 
vested in that one person, and, in making the Balance Sheet, 
his name is used to show his ownership of the capital invested, 
as shown in the following form: 


C.S. KENWORTHY 
BALANCE SHEET, JANUARY 2, 1926 


| | 
Assets | Liabilities i | 

\| | || 
GaSe SPA eee aes 2,255|50|| Notes Payable......... jamee 000) 
Notes Receivable...... | 1,000 Accounts Payable...... | 2,950] 50 
Accounts Receivable...) 5,565 50) Accrued Salaries....... i 250) 
Merchandise Inventory’) 15,379 50 Mortgage Payable ....) 20,000) 
Furniture and Fixtures. 1,000 s 
Buildinowyn eee ae 25,000 Total Liabilities..... 25,200 50 
Tianhe’ Sol hiaetiee eres 25,000 

Proprietorship 


C. 8. Kenworthy, Cap.. _ 50,000, 
MotaleAssetsaeee a || 75,200 50 | Total Liab. and Prop.. .|_75,200) 50 


= 


| Fal I | 
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When a profit or a loss occurs in such a business, the capital 
shown in the Balance Sheet is increased or decreased accordingly, 
unless the owner withdraws all the profit or makes up the deficit 
resulting from the loss. 


In the Balance Sheet of a partnership, the proprietorship is 
shown in the same manner as on the Balance Sheet of a single 
proprietorship, except that each partner’s interest is shown sep- 
arately as in the following form: 


WILSON & MEIERS 
BALANCE SHEET, JANUARY 2, 1926 


Assets Liabilities 
Gachinc scanty aoe yey 5,050 25 Accounts Payable..... 2,505 |25 
Accounts Receivable... 10,129 50 Notes Payable......... 10,000 
Notes Receivable..... 5,000 Accrued Expenses...... 2,025 |25 
Merchandise Inventory 20,350 75 Mortgage Payable .... 30,000 
Delivery Equipment... 2,000 ae 
Furniture and Fixtures. 2,000 Total Liabilities..... 44,580 50 
aildino eee ce ean 50,000 e 
HEAT See Ree Octo le. See 50,000 Proprietorship 


E. C. Wilson, Capital... 60,000 
F. H. Meiers, Capital.. 40,000 


: ~ Total Proprietorship . 100,000 
otal Assets. << (2c. nk. 144,530 50 Total Liab. and Prop... 144,530 50 


A profit or loss in a partnership would be evidenced by 
changes in the amount of capital of each proprietor, as is the ease 
in the single proprietorship. 


As stated in the first section of this chapter, proprietorship 
in a corporation is vested in the stockholders considered collec- 
tively. Therefore the proprietorship is not shown on the Balance 
Sheet in the manner in which it is shown in the sole proprietor- 
ship and the partnership. It would obviously be impracticable 
to list the interest of each stockholder separately on the Balance 
Sheet, since the number of stockholders is usually too great. 
When the stock issued has par value, the par value of all the 
stock issued to stockholders is entered as one item under the 
heading of Capital Stock. When the stock issued does not have 
par value, the item Capital Stock in the proprietorship section 
of the Balance Sheet is the same as the amount received from the 
sale of the stock. If the proprietorship is greater than that rep- 
resented by the capital stock, it is shown as a separate item under 
the title ‘‘Surplus.”’” The Balance Sheet on page 611 illustrates 
the method of showing the proprietorship of a corporation. 
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NORTHWESTERN MILLING COMPANY 
BALANCE SHEET, JANUARY 2, 1926 


Assets Liabilities | 


Neri | 

Casha eee oie Te ae || 5,565 |25 || Notes Payable......... 10,000 | 
Notes Receivable...... | 5,000 Accounts Payable...... 3,521 |50 
Accounts Receivable. . 12,125.50 Accrued Expenses.....) 1,219/50 
Merchandise Inventory. | 20,050'25 Mortgage Payable .... 50,000 
Furniture and Fixtures. 2,000. Shisha Ss 
Delivery Equipment... | 5,000. Total Liabilities..... 64,741) 
Machinery and Tools../ 75,000, ao eee 
Buildingse.qssees: 140,000, | Proprietorship 
Handover cece 25,000 | \ 

| CapitaliStock srs. 200,000 

Surplus -aeeeee _ 25,000, 

| Total Proprietorship . 225,000 

MotalwAssetsie. soe ea: 289,741 Total Liab. and Prop...) 289,741 | 


| yea LAR eer ang 

If the profit is greater than the amount paid as dividends, 
the excess is added to the surplus; and conversely, if a loss has 
been sustained, Surplus account will be decreased accordingly, 

As a protection to creditors, the law forbids the distribution 
of the original capital among the stockholders, except in case of 
liquidation, which accounts for the method just shown of keep- 
ing the capital stock at a fixed amount. If, for any reason, it is 
deemed necessary to change the capital stock, such a change can 
be effected only by securing a revision of the charter. Unless 
this is done, all changes in proprietorship must be shown by an 
increase or decrease of surplus. 


Value of Stock 

The value of the stock of a corporation is always spoken of 
in terms of a share. It may have four different values: par 
value, market value, book value, and real value. 

Par Value is the value assigned to each share when the charter 
is issued, and is stated on the certificate of stock. Par value 
and face value are sometimes used as synonymous. No par value 
stock does not have par value, but has the other values discussed 
below. 

Book Value. Capital stock usually does not represent the 
entire proprietorship. There will usually be a.surplus, which 
added-to the capital stock, equals the proprietorship. While the 
actual proprietorship changes, the number of shares remains 
fixed; hence it is clear that the value of each share, measured 
in amount of proprietorship, or net worth, will be different from 
the par or face value. Thus, if the books show a surplus of 
$25,000.00 and a capital stock of $100,000.00 (1,000. shares at 
$100.00 each, par) the value of each share is $125.00. This is 
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called book value. Book value, therefore, may be defined as the 
value of stock as shown by the books, or proprietorship (net 
.worth) divided by the number of shares. 

Market Value. When shares are bought and sold, the price 
does not always conform either to the book value or to the par 
value. Thus, in the case just cited, if a stockholder were offering 
the stock on the market, he probably would not receive exactly 
$125.00 for each share. If the company were making big profits 
and could declare large dividends, the stockholder could probably 
get more than $125.00, say $127.50 or $130.00. This is termed 
selling at a premium. If conditions were the reverse, he would 
probably have to sell for less than the book value, or at a dis- 
count. The value placed upon the stock in the stock market or 
wherever stocks are exchanged, is called the market value. 

Real Value. If a company is dissolving voluntarily or if it 
be compelled to dissolve, its assets must be liquidated, or con- 
verted into cash within a limited time. The price obtained for 
its assets through this voluntary or forced sale will usually be 
somewhat less than the amount at which the assets are recorded 
on the books. The disposal of the assets for less than book value 
will decrease the proprietorship with a consequent decrease in 
the book value of the capital stock. The value obtained for the - 
stock under these conditions is known as the real or liquidation 
value. It will be the same as the book value if the book value 
of the assets is realized. 
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QUESTIONS FOR CLASS DISCUSSION 


ae Pee 

Carter and Dixon are members of a partnership. Later the 

partnership is incorporated. Explain what changes, if any, occur 
with reference to the ownership of the business. 


ES ede 
Explain the part that the possession of stock plays in Carter’s 
and Dixon’s ownership in the corporation. 


mee 3 a 
Benedict buys 100 shares of stock valued at $100.00 par. He 
pays $94.50 for each share. (a) How is it possible to have these 
two values? (b) Which is the more important? Why? 


gy eal 


Peters, a friend of Benedict, bxzys “no par value” stock of an- 
other corporation at $98.00 per share. How is this value obtained? 


caer aes 
What information would you need in order to determine 
whether Peters’ or Benedict’s stock is the better investment? 


he aoe 

Seven certificates of stock representing A. R. Green’s interest 

in a corporation are stolen. (a) What protection has Green that 

another person will not use his certificates? (b) What protection 

has the corporation from the person holding the certificates who 
presumably will represent himself in Green’s place? 


meat (As 
(a) Compare the continuity of life in a partnership end in a 


corporation. (b) Which form of organization, as far as this con- 
sideration is concerned, is the more desirable? Why? 
Beate 8! 

“All the stock issued by a corporation does not necessarily 
carry the same privileges and consequently may not be equally 
desirable as an investment.”’ (a) Name, according to privileges, 
the kinds of stock you know. (b) What elements in these various 
kinds of privileges make for desirability or undesirability? 

IEG 2 

A company is capitalized at $2,500,000.00, 10,000 shares of 
which are noncumulative preferred stock at seven per cent and 
15,000 shares are common. The par value of both the common 
and the preferred stock is $100.00. The first year the profit of 
the corporation is $60,000.00; the second year, $100,000.00; 
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and the third year, $125,000.00. The board of directors agrees 
to reserve ten per cent of the profits of each year and to distribute 
the remainder as dividends. (a) Which stock secures the greater 
rate of return? (b) Show the relation of dividends on common 
stock to profits. (c) For what reasons do you think investors buy 
common stock? (d) Why do some buy preferred stock? 


ae (| ee 

“As a protection to creditors, the law forbids the distribution 

of the original capital among the stockholders.”’ (a) How does 

this regulation of the law protect the creditors? (b) Would this 
regulation render any service to the corporation itself? 


mer py pe 
Compare the methods of distributing profits in a sole pro- 


prietorship, partnership, and corporation. Answer with par- 
ticular reference to the purpose of the surplus in a corporation. 


pers ye ae 
(a) Explain the circumstances under which an investor 
would be interested in knowing (1) par value of stock, (2) book 


value, (3) market value, (4) real value. (b) Would all these 
values be needed to know at what price to buy the stock? 


bates 
How are the quotations for stock listed in the financial section 
of the newspaper obtained and what value do they represent? 


Ey Whe 
The Anderson Manufacturing Company has an authorized 
capital stock of $100,000.00, representing 1,000 shares, all of 


which have been issued. The surplus of the company is $15,000.00. 
How would these facts be shown on the Balance Sheet? 


ee yiRe 
A. L. Macon owns one share of stock in the Anderson Manu- 


facturing Company (Question 14). What is the par value of 
this stock? the book value? 


a Ge 

A. L. Macon sells his stock in the Anderson Manufacturing 

Company for $122.50. Assuming that he sold at market price, 
what was the market quotation on this stock? 


=e 
_ If the Anderson Manufacturing Company were forced to 
liquidate, about what would you expect the real value of their 
stock to be, basing your judgment upon the sale of Macon’s 
stock (Question 16)? Would it be likely to exceed the book 
value? the par value? 
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LABORATORY MATERIAL 


Exercise No. 165 


H. B. Goodall, sole owner of a wholesale grocery business, 
decides to incorporate under the name of The Goodall Grocery 
Company. He and four others, whom he has interested in the 
venture, apply for a charter authorizing the issue of 1,500 shares 
of capital stock with a par value of $100.00 each. Mr. Goodall is 
to receive stock in payment for his interest in the business. The 
other four incorporators agree to buy stock at par as follows: 
S. T. Hall, 250 shares; J. C. Goldey, 200 shares; D. H. Gill, 100 
shares; R. B. Martin, 100 shares. 


On December 31, the following Trial Balance, showing a 
record of one year’s operations, is taken from the books of H. B. 
Goodall: 


H. B. GOODALL 
TRIAL BALANCE, DECEMBER 31, 192 


(ORI Sone BUGS Hie cts oes Se Reh DNREn Drea an een 15s301 12 
NotestReceivablewis.0.-+.c55 0-6 ee a. 4,87 
IACCOUNTSELVeCELViab len alan au ean ae 55,838/15 
ResenvenombadeDebtsans earn nie 109160 
Merchandise Inventory................. 37,040/12 
Ofiices. quipmentaseeere rece eee 2,700 
Res. for Dep. of Office Equipment....... 270 
Soa IDC MINN, soocget ao cnetbbopegser 8,750 
Res. for Dep. of Store Equipment........ 1,093/75 
OficerSuppliesew lente ncoh erin ile. 1,201|66 
Store Supplies: oor ten retro. stavio reese 1,816/03 
Brepaidpinauvanceenm carr crete aati ce 726|90 
INGtessbavyableter sr cont aercres cercys seks 15,000 
AccGuntsebayablemaarsris tie asinine eee 23,496/50 
HSB Goodalla Capitalena.s.6 a2. ass 73,115)|04 
Salesapateeee obese OU biipetes Boe oe ac 154,286/94 
Sales Returns and Allowances........... 845/20 
IRurchaseseera vere ee ater res, oun 83,756)/33 
Mrevohtrande hay Ce Nene. 7,614/21 
Purchases Returns and Allowances....... 427/15 
SalesiSalanlesmemer ee oo ene hr Noe a San 20,882/58 
INGRASABEIIND. cic cecegdsenceten cle Reyer ee Cred ee 8,375 
Miscellaneous Selling Expense........... 104/30 
Office Salartestess tae oe ee 13,048/35 
UCT eet ee tes tee oA AM anna ae 5,000 
Miscellaneous General Expense.......... 396/29 
RurchasessDiscOUuntensiciss ei eer 1,465/06 
lintenesce anne dere arnicin. meester renee 87/54 
SaleseDISCOUNteee me ae cee ae eee ei 964)09 
interest, Costtiae cc. ocean ee ete exe 106/25 

269,351/58 || 269,351/58 
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The following supplementary data require adjustment of the 
accounts: 


(a) Merchandise inventory December 31, $38,987.30. 
(b) Accrued interest on notes receivable, $36.56. 
(c) Accrued interest on notes payable, $90.00. 


(d) Accrued salaries: sales salaries, $185.82; office salaries, 
$126.68. 


(e) Supplies on hand: office supplies, $145.50; store sup- 
plies, $287.40. 


(f) Insurance expired: on store equipment and merchandise, 
$313.50; on office equipment, $49.95. 


(g) Depreciation: on office equipment, 10%; on store 
equipment, 1214%. 


(h) Bad debts: 1% of accounts receivable is to be added to 
the reserve. 


INSTRUCTIONS: 1. Prepare journal entries to record the adjust- 
ments. 

2. Prepare a Working Sheet from the Trial Balance and the adjusting 
entries. 


8. Prepare a Balance Sheet and a Statement of Profit and Loss for 
H. B. Goodall. 


4. Assuming that the corporation receives its charter on January 2 
and that the stock is issued as agreed, prepare a Balance Sheet showing the 
financial condition of the corporation at the beginning of business. Retain 
this Balance Sheet for use in the next exercise. 


Exercise No. 166 


At the end of the first year’s operations, the following Balance 
Sheet in condensed form was prepared by the bookkeeper of The 
Goodall Grocery Company (Exercise No. 165): 


THE GOODALL GROCERY COMPANY 
BALANCE SHEET, DECEMBER 31, 192 


Current Assets........ 126,172|74 Current Liabilities... . 37,998/28 


RIxedeAssetseeeese 75,983|\75 CapitaliStockse ee 150,000 
Deferred Charges...... xe] SHOWN, cone pak au oe 15,046/19 
Total Assetwtn ui on. 203,044|47|| Total Liab. & Prop....|| 203,044/47 


1 SS | = 


INSTRUCTIONS: 1. Assuming that each stockholder owns the 
same number of shares at the end of the year that he owned at the beginning, 
as given in Exercise No. 165, ascertain (a) the par value and (b) the book 
value of each stockholder’s interest as of December 31. 


2. State the amount each stockholder would receive if all the profits 
were distributed as dividends. 
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Exercise No. 167 


B. C. White and F. R. Blake, operating the W & B Bus Lines 
as partners, decide to reorganize their business as a corporation. 
A charter is secured authorizing the issue of 700 shares of stock 
of $50.00 par value. The application for a charter is signed by 
the following persons, and stock is subscribed for as follows: 
B. C. White, 300 shares; F. R. Blake, 300 shares; John C. Davis, 
50 shares; R. E. Montague, 30 shares; C. F. Burbank, 20 shares. 
White and Blake are to accept the stock for which they have 
subscribed in payment for their respective interests in the busi- 
ness, except that if the par value of this stock is greater than 
their proprietorship, they are to pay cash for the difference, and 
if the par value is less than their proprietorship, the corporation 
is to pay them cash for the difference. The other subscribers pay 
cash for their subscriptions, and all the stock is issued. 


The Trial Balance prepared from the books of the partnership 
at the time of incorporation is as follows: 


WHITE & BLAKE 
TRIAL BALANCE, MARcH 31, 192 


MO ASPENS AN eer ere eat lo. c eee acy 10,298)69 
Drivers; hancertincdseet rs, at. ee 100 
OfiicesPettyaCash Bundeen. cee 25 
Busessand Equipments sss acer 29,875 
Res. for Dep. of Buses and Equipment... 12,945/83 
OES ADCP OAK | yes ete helo Ob tate Biad foe 600 
Res. for Dep. of Office Equipment....... 130 
FACENSeSeETeDaAlde wae ee ee eee 150 
insurance hep alder eee ayer 1,324/48 
Rent eerepal diaranterg nee yoite pines rare 5,000 
Gasoline (CouponBooks...0) 2. eneen 4-45 685 
SUNCEVE USI SUD DIES mera ede ora ari nie 196)43 
Omce Supplicsmee nie eo etan cc eon 213/85 
INotestRavablesa se sacce ee ores bern Gras 15,550 
ACCOUMbS ME AVA Chaim scsi acer sath arts hens cae 2,145/36 
ipa CmVVihites © api talemreet pce sce 6,874|19 
BYCAWhitesbersonalees tanacaer ie. cee 545 
Heer lake Capicalienos seer nys tent 6,554|19 
Peeks lakes ersonea lee) ametuer a trncl 225 
Recelptsunoniel ares metre. sriaceti cc kan . 6,686/60 
Driversie Wiad leSits eae tite ae cree 2,000 
IDriviersa ls ONUSESHpemnes Meise crt eines 285/15 
RepalrsronuBUsesaanatmee a eimai eles nn 82/60 
OPICET Salaries es eu sehas iene ences aie zest 875 
Sundry Operating Expenses............. 262|47 
Income from Bus Advertising Space...... 1,657|50 
Imteresti Coste yrs crt ta ries ob chetite 800 

52,543/67 52,543/67 


Supplementary data which require adjustment of the accounts 
are given on page 618. 
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(a) Depreciation: buses and equipment, 20% yearly; office 
equipment, 10% yearly (depreciation for the month 
of March only is to be recorded). 


(b) Expirations: licenses expired, $37.50; insurance on 
buses and equipment expired, $127.08, and on office 
equipment expired, 98¢; rent for one month expired, 
$500.00. 


(ec) Supply Inventories: gasoline coupon books on hand, 
$150.00; sundry bus supplies on hand, $30.48; office 
supplies on hand, $117.65. 


(d) Interest Cost: interest on notes payable paid in advance, 
$225.00; interest accrued on notes payable, $6.60. 


(e) Pay Roll: drivers’ wages accrued, $250.00; office sal- 
aries accrued, $46.88. 


(f) Income from sale of advertising space in buses, received 
in advance, $849.50. 


INSTRUCTIONS: 1. Prepare journal entries to record the adjust- 
ments. 


2. Prepare a Working Sheet from the Trial Balance and the adjusting 
entries. 


3. Prepare a Balance Sheet and a Statement of Profit and Loss for 
White & Blake; profits are to be shared equally. 


4. Assuming that the corporation receives its charter on April 1 and 
that the stock is issued as agreed, prepare a Balance Sheet showing the 
financial condition of the corporation at the beginning of business. Retain 
this Balance Sheet for use in the next exercise. 


Exercise No. 168 


At the end of the first month’s operations, the following Bal- 
ance Sheet in condensed form was prepared by the bookkeeper 
of The White Transportation Company (Exercise No. 167): 

THE WHITE TRANSPORTATION COMPANY 
BALANCE SHEET, APRIL 30, 192 


Current Asset?........ 11,459)71 |} Current Liabilities... . 2,187\14 
BixedeAssets ae ae 22,293|33 || Deferred Credits..... 785 
Deferred Charges...... 6,447|55 || Capital Stock........ 35,000 
SULD)US sere ree 2,278|45 
mhOtaleASSets seen nee 40,200|59 || Total Liab. & Prop. .. 40,200|59 


INSTRUCTIONS: 1. Assuming that each stockholder owns the 
same number of shares at the end of April that he owned at the end of March, 
as given in Exercise No. 167, ascertain (a) the par value and (b) the book 
value of each stockholder’s interest as of April 30. 

2. State the amount each stockholder would receive if a dividend of 
1% were declared. 


CHAPTER XLI 


THE FORMATION AND OPERATION OF A 
CORPORATION 


Formation of a Corporation 


A corporation is “authorized by law, and created by charter.” 
Since the corporation is created through the permission and under 
the supervision of governmental authority, some legal formalities 
must be met before a charter will be granted. Although these 
legal requirements vary somewhat in the different states, it is 
possible to indicate their general nature. 


In the early history of the development of the corporate 
form, special action by the state legislature was required for the 
formation of each corporation. With the rapidly increasing 
number of applications for incorporation, this method soon grew 
burdensome, and in its place were substituted general laws or 
enabling acts, setting forth the provisions under which corpora- 
tions might be formed. Under present laws, state control over 
incorporations is usually delegated to the Secretary of State and 
the State Treasurer. Application for permission to incorporate 
must be submitted to the Secretary of State, who acts for the 
state in passing favorably or unfavorably upon the legality of 
the proposed organization. The duties delegated to the State 
Treasurer are those which have to do with the collection of organ- 
ization fees and taxes. In some states the application for incor- 
poration is addressed to the Governor of the state and must be 
approved by him. In a few states there is a Commissioner of 
Corporations or an officer bearing a similar title, who has the 
authority with reference to corporations which is usually vested 
in the Secretary of State. 


The process of organization varies in different states, but 
the method which is becoming typical involves two steps: (a) 
the securing of some subscriptions and the effecting of a tenta- 
tive organization; (b) the securing of the permission of the state 
to commence business operations. The law usually stipulates 
what the application for incorporation must contain. In many 
cases the state merely approves the application for incorporation, 
and it then becomes the charter of the corporation. 
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The corporation must conform to the laws relating to incor- 
poration in the state where it is organized. It is also subject to 
that general control which any state exercises over all individuals 
and business organizations, through its constitution and such 
statutes as relate to business activities in general. In most 
states some laws have been passed which relate to corporations 
only. Frequently it is necessary or advantageous for a com- 
pany to operate in more than one state. In such a case, the 
corporation must conform to the regulations of the Interstate 
Commerce Commission and to the corporation laws of all states 
into which it extends its business. 


Certificate of Incorporation 


The charter of a corporation states the powers which it 
possesses and the limitations under which it must operate. As 
previously explained, the laws of the state specify the form of 
application which a proposed corporation must submit, and if 
this application is approved, it becomes, in many states, the 
charter of the corporation. The provisions of law governing the 
form of the application for incorporation are quite important, 
since they must be strictly complied with to obtain the approval 
of the state. These provisions vary in different states, but in 
general they include all the important features peculiar tc a 
corporation, such as the name, purpose, duration, location and 
capitalization. 


To show more clearly the nature of the data which may be 
required in the application for incorporation, the following quo- 
tation from the statutes of the State of Illinois is given: 


“A corporation may be formed for any lawful purpose (except banking, 
insurance, real estate brokerage, operation of railroads, and loaning money) 
whenever three or more persons, citizens of the United States, at least one 
of whom shall be a citizen of Illinois, shall sign, seal, and acknowledge a 
statement of incorporation setting forth: 


(1) Names and post office addresses of the incorporators. 
(2) Name of the proposed corporation. 


(8) A clear and definite statement of the object or objects for 
which it is formed. 


(4) The period of duration. 


(5) Location of the principal office in this State, giving town or 
city, street and number, if any. 


(6) Number of shares into which the capital stock is to be divided, 
whether all or part of same shall have par value, and if so, 
the par value thereof, which shall not be less than $5.00 
nor more than $100.00 a share, and whether all or part of 
the same shall have no par value, and if there is to be more 
than one class of stock created, a description of different 
classes, number of shares of each, and relative rights, 
saterests and preferences each class shall represent. 
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(7) 


(8) 
(9) 


(10) 


(11) 


(12) 


FORMATION OF A CORPORATION 


Names and addresses (give street and number) of the original 
eubecribers to the capital stock and amount subscribed by 
each. 


Total amount of authorized capital stock. 


Amount of such stock it is proposed to issue at once (which 
shall not be less than $1,000.00). 


The payment of at least one-half of the capital stock having 
a par value and of not less than $5.00 per share for each 
share of capital stock having no par value, which it is pro- 
posed to issue at once, with a description of the nature and 
value of the property, if any, paid for such capital stock. 


Number, names, and post office addresses of directors by 
street and number, at least one of whom shall be a resident 
of this State, and the term for which elected. 


Any other provisions not inconsistent with law, for the regu- 
lation of the business and the conduct of affairs of the cor- 
poration, and any provisions creating, defining, limiting, 
and regulating the powers of the corporation, the directors 
ey the stockholders, or any class or classes of stock- 

olders. 


The statutes of the State of New York provide: 


“Except as provided in section 2a of this chapter, three or more persons 
may become a stock corporation for any lawful business purpose or purposes, 
by making, signing, acknowledging, and filing a certificate which will con- 


tain: 


(1) 
(2) 
(3) 


(4) 


(5) 


(6) 
(7) 
(8) 


(9) 


The name of the proposed corporation. 
The purpose or purposes for which it is to be formed. 


The amount of capital stock, and if any portion be preferred 
stock, the preferences thereof. 


The number of shares of which the capital stock shall consist, 
the value of which shall not be less than five nor more than 
one hundred dollars, and the amount of capital not less 
than five hundred dollars, with which the said corporation 
will begin business. (By amendment of the original law, 
stock may now be issued which has no par value.) 


The city, village, or town in which its principal business office 
is to be located. If it is to be located in the City of New 
York, the borough there in which it is to be located. 


Its contemplated duration. This may be made perpetual. 
The number of its directors, not less than three. 


The names and post office addresses of the directors for the 
first year. 

The names and post office addresses of the subscribers to the 
certificate of incorporation and the number of shares in the 
corporation subscribed by each. 
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The certificate must be signed by the three or more persons 
who make application for the charter and their signatures acknowl- 
edged by a notary public or other designated official. 
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The Opening Entries 


When the corporation receives its charter, it is then necessary 
to open the books of record. The incorporators or organizers of 
the corporation will, in most cases, have performed some trans- 
actions prior to the granting of the charter and should keep a 
record of them, but these transactions are not the transactions of 
the corporation; therefore no entries should be made on the 
records of the corporation until the charter is obtained. 


The opening entries of a corporation are similar to those of 
other types of business organizations in that they show the 
assets that are contributed toward the organization, and the 
liabilities, if any, that the corporation is to assume. ‘The pro- 
prietorship of the corporation at the time of its formation is 
shown as one item, and is not credited to the individual members 
of the organization as in the case of a partnership. 


The simplest case which can be taken by way of illustration 
is that of a corporation whose authorized capital stock has all 
been subscribed and paid for in cash. Assuming that the author- 
ized capital stock of the corporation is $500,000.00, and that it 
is all common stock, a memorandum entry would be made in 
the general journal as follows: 


JANUARY 2, 192 


The Farwell Manufacturing Company 
has been incorporated under the laws 
of the State of New York, with an 
authorized capital stock of five hun- 

dred thousand dollars ($500,000.00) | 

divided into five thousand (5,000) | 
shares of common stock, of the par 
value of $100.00 a share, with express 
and implied power to conduct a general 
manufacturing business. 


The sale of the capital stock would be recorded as follows: 
JANUARY Pog, Moye 


Cas Har eter hee Mere Eyes pe 500,000 
Capitalistock ats. ae - 500,000 

For issue of capital stock in considera- / 

tion of cash subscriptions to 5,000 

shares. | 


The ledger accounts for this entry would be simply the Cash 
account showing a debit of $500,000.00 and the Capital Stock 
account showing a credit of $500,000.00. 


‘For convenience all the entries given to illustrate the opening entries 
of a corporation will be shown in journal form. Some of these would nor- 
mally be entered in the cash records. 
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If some subscriptions were paid with property, such as land, 
buildings, machinery, tools, ete., to be retained for use in the 
busines: the opening entry would show the various assets as 
ollows: 


JANUARY 2, 192 


RIVIEAC hiner y Mememe tne) hee te ek ele te / 100,000 | 
ipomenl RES Ui Clin prs hters eeemeeeeerene ote ceed slic 70,000 
anda Seeciraths ors NO ueieoa eee ne Pie 30,000 \ 
CapitaleStockeepmeg iene eee ya _ 500,000 


| For issue of capital stock in considera- I | 
tion of cash subscriptions to 38,000. | | 
shares and of property, plant, and | 
‘sundry assets, acquired from J. H.) | 
|Long as per contract on file. | | 
| | 


It is not necessary to give the names of the stockholders in 
the explanation since full data concerning their subscriptions will 
be in the minute book, stock ledger, and stock certificate book 
which are discussed in the next chapter. 


In this illustration it has been assumed that all the stock 
authorized has been subscribed and issued. In many cases this 
is not true. For example, the charter of the J. A. Cook Company 
may authorize the issuance of stock to the amount of $500,000.00, 
and the stockholders or board of directors may vote to sell only 
$400,000.00 at the time of the organization, retaining the remain- 
ing $100,000.00 for sale at a later time when more funds may be 
needed. 

It is often desirable to have the charter authorize the issuance 
of more stock than is to be issued at the time of the formation 
of the corporation. This relieves the company of the necessity 
of applying for a change of charter at such times as it may wish 
to increase its capital. For example, if the charter of the J. A. 
Cook Company authorizes an issue of only $400,000.00 and the 
company at some later time needs $100,000.00 additional capital, 
it will have to go through the formalities of having its charter 
changed to read $500,000.00. However, if the charter authorizes 
the issuance of $500,000.00 and only $400,000.00 is issued, the 
remaining $100,000.00 can be issued at any time desired without 
consulting the state authorities. Usually the consent of the 
majority and in some cases the consent of two-thirds or three- 
fourths of the stockholders must be obtained before the charter 
can be changed, and this may add to the difficulty of obtaining 
an increase in the stock. 

Assuming in the case cited that $100,000.00 of the stock is not 
issued at the time of organization, the opening entries may be 
made in two ways. The first method is illustrated at the top of 
page 624. 
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' JULY A 192 _ 


7. 
| lUniasned Capital STOCK eee ees | 500,000, | 
Capital Stockiia. ect ere | 500,000 
‘The J. A. Cook Co. is incorporated || ae 
‘with an authorized capital stock of | || 
$500,000.00. | 
Gash ee he ene nine ) 400,000 
| Unissued Capital Stock. . | | 400,000. 
To record the sale and issue of 4, 000 | | | 


shares of stock for cash. 


The ledger accounts resulting from these entries would be: 


CAPITAL STOCK 


iis. er ae | 192 | rar ‘ ig Fete alt 
|| July | zi | AJ | 500,000 
I} 


UNISSUED CAPITAL STOCK 


HO Byn | Weak | TP oe iy ae | | : 
July | 1| |J1|/500,000} | July | 1} (C2, 400,000 
CASH 
Be 
| | 


July | 1) C2, 400,000, 


In making a Balance Sheet, the debit balance of the Unissued 
Capital Stock account would not be treated as an asset, but 
would be shown as a deduction from the Capital Stock credit of 
$500,000.00 as follows: 


| | Capital Stock Authorized............ | 500,000) | 


| 


| 400,000 


| CapicalesS cocks Wmissticdlmeatn es. l rim 100,000, 
| Capital Stock Outstanding....... | 


The second method of recording these iransnenions would be 
as follows: 
JULY 1, (192 


| 


T 

| 400,000 

| 

| } | 
By this method the unissued capital stock is not shown on the 

books and the Capital Stock account shows only the amount of 

stock which has been issued. On the Balance Sheet the author- 

ized, the unissued, and the outstanding capital stock should be 

shown the same as by the first method, since this is information 


1 Cashiers ptosis ie tear Ley, 2 acne ot wee | 400, 000 
WapitaltS toch gana re. een ean eee 
| | Issued stock on receipt of cash in pay-| 


| 
\| 
/ ment. i} i} 
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of importance to those who are studying the financial condition 
of the business as reflected by its Balance Sheet. 


_ The opening entries in the preceding illustrations are the 
simplest which can be used for recording the transactions per- 
formed. Some accountants prefer that the opening entries indicate 
fully the various steps involved in the selling of the capital stock 
and the issuance thereof. To do this, it is necessary to set up at 
least two additional accounts. To illustrate, the opening entries 
for the J. A. Cook Company may be made as follows: 


Ihuiine gle Wey 


14 | 7 
Core’! | Unissued Capital Stock.............. 500,000 
: CapitaliStocks ae senate ant | || 500,000) 
To record the 5,000 shares of stock | 
| authorized by the charter. | 
(uAag a) il | | i} 
\ \\s Subscriptions Receivable............. 400,000, 
RY) A) Capital Stock Subscribed........ _ 400,000 
v“Y To record the subscriptions to 4,000 | | 
| shares of stock. | 
| 1 | 


rh ut Saal ew ae Neg ke alee rs oe 400,000 

i Subscriptions Receivable......... 400,000 
To record the payment by subscribers | 

| for stock subscribed. 


1 

| Capital Stock Subscribed............ | 400,000 
| Unissued Capital Stock.......... I 

_ To record issue of stock to subscribers. | 


ay | bs | 

Since the debits and credits:to the Subscriptions Receivable 
and the Capital Stock Subscribed accounts are equal, the final 
results in this case are the same when these accounts are not 
used. If, however, the subscriptions are only partly paid, the 
amount owed by subscribers as shown by the balance of the Sub- 
scriptions Receivable account would appear as an asset on the 
Balance Sheet, and the balance of the Capital Stock Subscribed 
account would appear as an addition to stock outstanding, their 
sum being the capital stock outstanding and subscribed. 


400,000 


Premium and Discount on Capital Stock 


Capital stock is sometimes sold for more or less than its par 
value. In any case, the Capital Stock and Unissued Capital 
Stock accounts show the par value of the stock, and the differ- 
ence between the par value and the selling price is recorded in 
a premium or a discount account. For example, if the J. A. 
Cook Co., whose opening entries are shown on page 624, sells 
the 4,000 shares of stock at $105.00 a share instead of at par, 
the entry, in journal form, to record the sale of the stock will 


be as shown on page 626. 


ries eee aan 
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Anapoye il, NOP, 
Casha So ee ee (420,000) | 
Unissued Capital Stock!......... | 400,000 | 
Premium on Capital Stock... 20,000 


_To record the sale and issue of 4,000 | | cori 


‘shares of stock at $105.00 a share, | | 
par $100.00. 


| || | 

If the statutes under which the corporation was organized 
do not prohibit the issuance of stock at less than par value, the 
4,000 shares of stock may be sold, say, at $98.00 a share instead 
of par. The entry in journal form to record the sale of the stock in 
this ease will be as follows: 


Juve ly 192 
Cash 0 1: Get tap ere ae ence /392,000) | | 
400,000 


Discount on Capital Stock. ........:- 8,000 
Unissued Capital Stock?.. Dee ail 

To record the sale and issue of 4,000 | 

| shares of stock at $98.00 a share, par. | | 

| $100.00. | | 


On the Balance Sheet, Premium on Capital Stock is added, 
and Discount on Capital Stock is deducted, from the par value 
of capital stock outstanding, the result being the original invest- 
ment of the stockholders. 


Method of Handling No Par Value Stock 


The preceding discussion applies to capital stock which has 
par value. In the case of no par value stock, the authorized 
capital stock and the unissued stock can not be entered on the 
books, since it has no recordable value until sold. At the time 
it is sold, the amount received is credited to the Capital Stock 
account. Since the stock does not have par, neither premium 
nor discount on stock needs to be considered. For example, if 
the authorized capital stock is 2,000 shares of no par value stock 
and 1,000 shares of this stock are sold at $98.00 a share, the 
entry in journal form would be as follows: 


dnote al, ley 


‘Gash wie ane a Ga ee ee | 98,000) || | 
CapicalaStockwe ese ne ee een \ / 98,000) 

To record the sale and issue of 1,000 

shares of no par value stock at $98.00 

a share. 


‘In the above entries, it is assumed that the authorized capital stock 
was recorded as in the first entry on page 624. If this is not the case, and 
the Capital Stock account shows only the stock issued as in the method 
explained at the bottom of page 624, the Capital Stock account would be 
credited in place of the Unissued Capital Stock account in the above entries. 
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On the Balance Sheet, no par value stock may be shown as 
follows: 


_ Capital Stock—No Par Value: | | | 


| Atbnorizedane se 2,000 shares 
ema Winissued ieee erree 1,000 shares, 
| | Outstanding ...... 1,000 shares 98,000 


Similarly, subscriptions for stock of no par value are entered 
on the books at the sale price of the stock. 


Changing from a Partnership to a Corporation 


From a legal point of view, changing from a partnership to a 
corporation necessitates (a) the dissolution of the partnership, 
which is usually effected by an agreement of the partners, and (b) 
the fulfillment of all requirements imposed by the state upon the 
incorporators, which would be evidenced by a charter granted 
by the state. From an accounting point of view, two things are 
necessary: (a) to close the books of the partnership according 
to the partnership agreement, and (b) to open the books of the 
corporation in compliance with the provisions of the charter. 

To make these processes more concrete, it may be assumed 
that R. C. Manning and A. L. Manning are partners in the 
manufacturing business of R. C. Manning & Son, and have asso- 
ciated themselves with M. H. Strickland and W. J. Hamilton to 
form a corporation, known as the Manning Manufacturing 
Company. The Balance Sheet of R. C. Manning & Son on the 
date of incorporation is as follows: 


R. C. MANNING & SON 
BALANCE SHEET, MARCH 1, 192 


Assets Liabilities 


@Washiy erin tree | 10,123 |41 || Accounts Payable...... 55,261 42 
Accounts Receivable... 40,281 56 Notes Payable......... 64,550) 50 
Merchandise Inventory 58,115 95°) Met od I | 
Office Equipment...... 15,215 |50 | Total Liabilities..... 119,811) 92 
Delivery Equipment... 21,125 50) : 

Viaehinenyeeern cyst ' 100,000 | Proprietorship 

Bundle, 5. soe owe eee 50,000 ' ; 

AWE WANG lec hos he eee emer | 25,000 R. C. Manning, Capital | 120,000 


A. L. Manning, Capital. 80,000 _ 


Total Proprietorship. | 200,000 _ 


MotaleAssetsiaeenmee 319,811 92. Total Liab. and Prop... 319,811 92 

The corporation is to have an authorized capital stock of 
$500,000.00 of which $400,000.00 is to be common stock and 
$100,000.00 preferred stock. The corporation is to take over 
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the assets and assume the liabilities of R. C. Manning & Son at 
book value and to issue to R. C. Manning and A. L. Manning 
common stock to the amount of their net worth in payment 
for their business. M. H. Strickland is to contribute $75,000.00 of 
manufacturing supplies and to receive payment in common stock. 
W. J. Hamilton is to purchase $50,000.00 worth of common stock 
for cash. The preferred stock is to be sold for cash. 


To close the books of R. C. Manning & Son the following 
entries are necessary: 


Marcu 1, 192 


e 


\ \ | Manning Manufacturing Company . 319, 811} 92) 


:| 


Cash eee ae ae se 10,123 41 
Accounts Receivable............. | } 40,231 56 
| Merchandise Inventory.......... | a OSs leo Dis 
OfficesE quipmenters ere | | 15,215, 50 
Delivery Equipment............ | | 21,125) 50 
NX | Machinery ne maaan omen eee 1! asi 100,000 
| Buildings: ic. o8e kate | | 50,000. 


i aa Nua d eccetre tay rs oe cy earl Seven, | 25 000, 
| To record the sale of the assets of the | | | 
| business to the Manning Manufactur- | lig eal | 
| ing Company. | 


| 1 | | || | 

INQCOSNE EEN EIONS... owen nenooau cece | 55,261 |42| | 

INotesi Payable aa tie cee | 64,550 50 | 
Manning Manufacturing Company 1 DUO S 1d 92 


| | To record the assumption of the lia-| am 
bilities of the business by the Manning. eee 
Manufacturing Company. | | 


| 
1 
Stock, Manning Manufacturing Co.. 200, 000, 
Manning Manufacturing Company | 
To record the receipt of capital stock 
from the Manning Manufacturing | 
Company in payment of the amount | I | 
due for partnership business. 


1 


ReiCwevianinin css ©2 01) een 120,000. 
A evianning= (Capitalas sa. ee - 80,000) 
Stoek, Manning Mfg. Co......... | | 200,000 


_To record distribution of stock of the | 
| Manning Manufacturing Company es) 


the partners. | 
| 


} 
| 200,000 


When these entries are posted, it will be noted that each 
asset and liability account as well as the partners’ accounts will 
be in balance and can be closed. The accounts will then be 
completely closed. 
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To open the books of the corporation, account will have to 
be taken not only of the assets and liabilities received from R. C. 
Manning and A. L. Manning, but also of the manufacturing sup- 
plies amounting to $75,000.00 invested by M. H. Strickland and 
the cash amounting to $50,000.00 invested by W. J. Hamilton. 
These four persons are the incorporators, and retain all the 
common stock which is issued, amounting to $325,000.00. The 
remainder of the common stock is unissued. The preferred stock 
is sold and paid for in cash. 


The first entry of the new corporation will show the authorized 
issue of capital stock:! 


| 100,000 | 


Marcu 1, 192 
| Unissued Capital Stock, Common..... 400,000 | | 
Unissued Capital Stock, Preferred..... | 100,000, | 
Capital Stock, Common.........) i 400,000, 
| Capital Stock, Preferred......... | 
| } 


| To record the authorized capital stock. 


1 


| | 
Common Stock Subscriptions Rec... | 325,000, | 
Common Stock Subscribed....... | | 325,000 


To record the subscriptions to the com- 
mon stock. | 


It is then necessary to record the receipt of the assets and 
liabilities of R. C. Manning & Son and stock given in payment. 


|| | 

il Ae As 

Cen ee tie ee Sh 10,128 41 | 

Accounts Receivable................ 40,231 56 
Merchandise Inventory.............. _ 58,115 95 

OficesHquipmentrererrrwrr ea aia | 15,215 50 

Delivervaliquipment .aaeeris- ware | 21,125) 50} 

VERA ChineTKyanee ert eee ene A ue eere | 100,000 | 

PB Ut ain gst ay trae Ley ako 50,000 | 
SUE IVly elena pee Senin cae acne eee eee neem 25,000 | 

R. C. Manning & Son, Vendors. . 319,811 | 92 


'To record purchase of assets of R. C. 
Manning & Son. 


-R. C. Manning & Son, Vendors....... 119,811) 92) | 
INecounts: Pavablewerere neces | et 55,261] 42 
Notes Payablesio.. -.. +s cme 1 | 64,550| 50 
To record the liabilities assumed from, 
‘R. C. Manning & Son. 


| 
\| 


1An introductory statement similar to that shown on page 622 may 
precede the first entry. 
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om 1 i pmeeng ieee 


| |R.C. Manning & Son, Vendors....... 200,000) | 
ay Common Stock Subscriptions Rec. | | 200,000, 
To show payment of subscription of 

R. C. Manning & Son by transfer of 

their business. A | 


Common Stock Subscribed........... 200,000 } |i 
i Unissued Capital Stock, Common | | 200,000 
To record issue of common stock to> ea | 

R. C. Manning and A. L. Manning on } 
transfer of assets of their business to ! | } 

the corporation. | } | 


The following entries will show investments of Strickland and 
Hamilton and the issue of stock to them: 


Wie 1 : | | | 
|) | Manufacturing Supplies... ..-.-245)) | 75,000 | 
Common Stock Subscriptions Rec. | \ ai 25,006 | 
To show payment of M. H. Strickland | | | 
for subscription to common stock | | 
by transfer of manufacturing supplies. | ani) 


1 | | 

Cash ee rte, Rin epee eee | 50,000 | 
Common Stock Subscriptions Rec. , 50,000. 

To show full payment by W. J. Hamil- | 
ton for stock subscribed by him. | 


i 


Common Stock Subscribed........... '125,000 | 
Unissued Capital Stock, Common | 

To record issue of common stock to | 

M. H. Strickland and W. J. Hamilton 

on receipt of manufacturing supplies | 

and cash respectively in payment. \ 


| 125,000 


A final entry will show the receipt of the additional working 
capital secured by the sale of preferred stock: 


| \| | {| 
| 1 | 
(Castine mame sin, Sune ie pen Penney ake (100,000, 
| Unissued Capital Stock, Preferred | | {| 100,000 
lpr show the issue of 6% cumulative | iP | 


preferred stock on receipt of cash. 
| 


The Capital Stock, Unissued Capital Stock, Subscriptions 
Receivable, and Capital Stock Subscribed accounts in the ledger 
will appear as follows: 


CAPITAL STOCK — COMMON 


| 192 | 
| | | | Mar. 1) | 24 400,000 
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CAPITAL STOCK — PREFERRED 


ieperie aie eile 0 
Mar. 1. ail } 100,000 


UNISSUED CAPITAL STOCK — COMMON 


LOZ Pts | | Witton atlip °| | | | 
Mar. 1 'J1 400,000 Mar. 1. ‘Jl 200,000) 
| tot 11 | ia | 125,000 | 
| | | | 
UNISSUED CAPITAL STOCK — PREFERRED 
Mar. | 1 Jl 100,000 Mar. | 1 C2 100, 000 
COMMON STOCK SUBSCRIBED 
192. Pe ay ie rte 192 ; ~ ah fare ee 
Mar. 1 | | J1|| 200,000; || Mar. | 1 | |J1|| 325,000) 
1 J1 125,000 eee eae 
, _{a2s, 000 | f __|L_ 325,000] 
Common ercK SUBSCRIPTIONS RECEIVABLE 
geen ; nee : sivn | 192 | ie 
Mar. | 1 | J1\| 825,000) i) Wiles ab) dil 200,000. 
1 J1 75,000 
Macks iS gee bi] | C2] 50,000) 
N825,000) Lata | | 325,000, 


Combining these accounts with the asset and liability accounts 
showing the assets and liabilities taken over from R. C. Manning 
& Son, the Balance Sheet of the new organization will be as follows: 


MANNING MANUFACTURING COMPANY 
BALANCE SHEET, MARCH ils 192 


Assets | Liabilities 


(CATS Mite: araren cine heer aie | 160,123|41 Accounts Payable.....|| 55,261) 42 
Accounts Receivable... 40,231 56 Notes Payable......... || 64,550) 50 
Finished Goods Inv.... 58,115 95 #eeye us l a 
Manufacturing Supplies 75,000 | Total pas Bh es | 119,811 92 
Office Equipment...... 15,215 50 Proprietorship 
Delivery Une 2h es 50 Com. Stock Authorized | 400, 000. 
eee a 50,000 Less Unissued Com. Ss 75,000 | 
dnd Aen ee | -. 25,000 Common Stock Issued . 325,000. 
Preferred Stock Author-. 
ized and Issued...... 100,000 _ 


eces Total Stock Issued... 425,0( 000. 
TRotAlwASSeUsierariee rere | 544,811 92 Total Liab. and a ‘ 544,8) 811) | 92 
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Operations of a Corporation 


A corporation is ready to carry on its operations after a part 
or all of its stock has been sold, the charter obtained and the 
preliminary data recorded in the books of account. The fact 
that a business is incorporated does not mean that its activities 
are distinctly different from those of a sole proprietorship or 
partnership. No matter what the legal organization of an enter- 
prise, it must buy to sell, or produce to sell; it must incur ex- 
penses and realize profits, if it is to continue in business; and 
these various transactions must be recorded on the books of 
account in order to know the condition of the business at all 
times. Consequently, the sole proprietorship, partnership, and 
corporation have many problems in common. 


The difference in legal status between the corporation and the 
other forms of business organization does affect to some extent 
its operations. Since its existence is the result of securing a 
charter, it necessarily is subject to the regulations and provisions 
set forth in that document. It is also subject to the national 
and state laws relating to corporations. As long as the corpo- 
ration acts in accord with the laws and its charter and by-laws, 
it is proceeding on a legitimate basis. Stating it conversely, the 
corporation acts as does a sole proprietorship or partnership, 
except when it is subject to the regulations imposed on it because 
of the nature of its legal entity. Those regulations arise from 
federal and state laws, the charter and by-laws of the corpora- 
tion, and the rulings of the board of directors. 


The immediate concern of the executives of a corporation is 
with the regulations of the charter and by-laws, although they 
must exercise care not to act in conflict with state and national 
laws. In carrying out the provisions contained therein, the board 
of directors is directly concerned. From the point of view of 
records and reports, it is necessary for the corporation to main- 
tain special books and accounts in order to present the trans- 
actions in accordance with the regulations placed on it. Sub- 
sidiary records are necessary to supplement the special accounts 
and to furnish additional information which may be demanded 
at any time by those having internal or external control. It is 
the purpose of the following chapter to discuss more completely 
the Jee, accounts and records Migr are peculiar to the corpo- 
rate form 
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QUESTIONS FOR CLASS DISCUSSION 
ate 
What is the purpose of the charter and by whom is it granted? 
Who are the incorporators 5 a corporation? 
ena) Le 
Why should a corporation have a name? 
ae 


Why should the incorporators designate the purpose for 
which the corporation is organized? 


Sug Spas 
Why should the incorporators designate the amount of the 
capital stock, the number of shares, and the par value of each 
share? 
gree 
Why should the incorporators be required to have available 
a designated amount of property before the corporation is allowed 
to begin business? 
Sey FF ieis 
Who provides the working capital for the corporation and how 
do they provide it? 
Eos 
Will a charter be granted to one person? Why? 
iia 
A. J. Sargent owns and operates the Candy Kitchen. He 
has assets of $35,000.00 used in the operations of this business. 
He wishes to incorporate the business with a capital stock of 
$50,000.00 and to issue 5,000 shares with par value of $10.00 per 
share. Four of his associates in this business agree to join with 
him in the application for the charter and subscribe for 250 
shares each. He agrees to subscribe for the remaining 4,000 
shares so that all the stock will be issued when the charter is 
granted. After the charter is granted, each subscriber pays 
cash for the stock subscribed. State the journal entries required 
to open the books for the corporation, debiting “‘assets of the 
Candy Kitchen” for the $35,000.00. 
eA (hee 
The Martin Manufacturing Company has secured a charter 
which authorizes it to issue $600,000.00 of capital stock divided 
equally between preferred and common stock. Land is accepted 
for $100,000.00 of the common stock and machinery for $50,000.00 
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of the preferred stock. The remaining stock has been sold for 
cash at par. State the journal entries necessary to open the 
books of the corporation. ri 


Give one reason for the corporation having an authorized 
capital stock greater than the amount of capital needed at the 
time it is organized. - 

If all of the capital stock authorized by the charter at the 
time it is organized has not been sold and it is desired to show 
the authorized capital stock in the ledger, what accounts are 
necessary? 4 


If a part or all of the capital stock is sold on the deferred 
payment plan, what accounts in the general ledger are necessary 
to show the transactions with these subscribers? 


eel ieee 
When stock in a corporation is sold on the deferred payment 


plan and cash is received from the subscriber in accordance with 
his contract, what accounts are debited and credited? 


ae eee 

When authority is granted the corporation to increase its 
capital stock and it is desired to show the amount of this increase 
in the general ledger, what accounts are debited and credited? 


If a part of this increase is to be preferred and part common 
stock, what effect would this have on the entry? 


fe 1G 


When a part or all of this increased capital stock is sold for 
cash, what accounts are debited and credited? 


ed ike 
State the method of procedure when a corporation buys the 


business of a partnership and issues stock to the partners for 
their interests in the business purchased. 

| 
_ “As long as the corporation acts in accord with the laws and 
its charter and by-laws, it is proceeding on a legitimate basis.” 
Does this mean that a corporation organized to operate a retail 
clothing store could not engage in the real estate business for the 


purpose of buying and selling real estate? Give reasons for your 
answer. 
ae ye 


_ If possible, secure a copy of the corporation laws of your 
state and show wherein the usual conditions differ from those 
required in Illinois and New York as discussed in this chapter. 
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LABORATORY MATERIAL 


Exercise No. 169 


M. E. McMahon, E. D. Carpenter, B. B. Baker, J. W. Smith 
and H. H. Woodward have secured a charter to form a corpora- 
tion for the purpose of conducting an agency for the purchase 
and sale of the Oakland automobile under the firm name of The 
Citizens Motor Car Company. The capital stock is to consist of 
500 shares of common stock, par value $50.00. Each of the 
incorporators has subscribed and paid cash for 100 shares. 


INSTRUCTIONS: Make in journal form the opening entry for this 
corporation. 


Exercise No. 170 


A corporation known as the Concrete Manufacturing Com- 
pany has been organized under the laws of the state of Ohio with 
a capital stock of $200,000.00: $100,000.00 preferred and 
$100,000.00 common stock, par value $100.00 per share. This 
corporation takes over the partnership business of Hanson & 
Davis. The corporation agrees to pay the partnership $120,000.00 
for its business, consisting of machinery and equipment, 
$5,000.00; accounts receivable, $15,000.00; manufactured con- 
crete ready for sale, $100,000.00. Each partner receives two 
hundred and fifty shares of preferred and three hundred and 
fifty shares of common stock at par in payment for his interest 
in the partnership. The remainder of the stock is subscribed 
and paid for in cash. 

INSTRUCTIONS: Make in journal form the entries necessary to 
record the facts stated. 


2. Post allowing four lines for each account and prove the equality of 
debits and credits by a Trial Balance. 


Exercise No. 171 


Six persons of your city, all citizens of your state, are de- 
sirous of forming a manufacturing company, to be incorporated 
in your state with branches maintained in adjoining states. One 
person will furnish a building and land worth $100,000.00. The 
others will furnish cash totaling $300,000.00. The stock allotted 
to these six incorporators is to be common, each share to be val- 
ued at $100.00 par. They plan to solicit subscriptions to bring 
the paid-up capital to $600,000.00 by issuing eight per cent 
cumulative preferred stock for the necessary amount. The 
total capital stock to be authorized by the certificate of incor- 
poration is to be $750,000.00, 4,000 shares common stock and 
3,500 shares preferred stock. 

INSTRUCTIONS: 1. State fully and definitely the steps that these 


persons would have to take before they could legally carry on business. 
This answer may be presented in outline form, arranged chronologically. 
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2. State fully the details that would be included in the certificate of 
incorporation, supplying further data if necessary. 


3. Assuming that the $600,000.00 has been fully subscribed and paid 
for, make the opening entries. 


Exercise No. 172 


C. M. Anderson, who has been conducting a retail hardware 
business, incorporates under the firm name of The Anderson 
Hardware Co., with a capital stock of $5,000.00, 100 shares, 
par value $50.00. A. M. Walsh, A. R. Raymer, R. E. Rockwell 
and M. M. Berning each subscribe for 15 shares and C. M. 
Anderson 40 shares. It is agreed to pay Anderson $2,000.00 for 
the net assets of the business as shown by the Balance Sheet 
given below. Anderson accepts the 40 shares of stock in pay- 
ment for his business and the other subscribers pay cash for 
their stock. 


Cc. M. ANDERSON 
BALANCE SHEET, OCTOBER 381, 192 


Assets Liabilities 
Cas tenths eto Cre eats. 1,593/85|| Accounts Payable........ 1, 10715 
Accounts Receivable..... 891 
IMidseminve) OCt.1o lenis 622/30 Proprietorship 
Cr MEsAVseCapitalenea|iacs 000: 
MotalwASsets tac ee eee 3,107/15)| Total Liab. and Prop.....|| 3,107|15 


INSTRUCTIONS: 1. Make in journal form the entries to close 
Anderson’s books. 


2. Make in journal form the entries to open the books of the cor- 
poration. 


Exercise No. 173 


N. B. DAVIS 
BALANCE SHEET, NOVEMBER 380, 192 


Assets Liabilities 
ach maar tee een We 8,615|25|| Notes Payable........... 1,949/95 
Notes Receivable........ 292|32|| Accounts Payable........ 4,273|19 
Accounts Receivable.....|} 1,002/86 — 
Mdse. Inventory ........ CUZ hotalelrabilitteseeenn eer 6,223/14 
Furniture and Fixtures... 140 Proprietorship 
N. B. Davis, Capital..... 5,000 

WotalRAcsets nee Merri 11,223)14|| Total Liab. and Prop.....|| 11,223 14 


Ch. 41] LABORATORY MATERIAL 637 


N. B. Davis, who has been conducting a retail dry goods 
store, Incorporates under the firm name of The N. B. Davis 
Company, with a capital stock of $10,000.00, 200 shares, par 
value $50.00. The following subscriptions are received: N. B. 
Davis, 100 shares; H. M. Brayton, 20 shares; E. M. Ward, 15 
shares; C. A. Clark, 5 shares; A. S. Walker, 10 shares; E. A. 
Hanson, 25 shares. It is agreed to pay Davis $5,000.00 for the 
net assets of his business as shown by the Balance Sheet given 
on page 636. Davis accepts the 100 shares of stock in payment 
for his business. The other subscribers pay cash for their stock. 

INSTRUCTIONS: 1. Make in journal form the entries to close the 
books of N. B. Davis. . 


2. Make in journal form the entries to open the books of the cor- 
poration. 


Exercise No. 174 


Chas. Simonds, who has been conducting a retail book and 
stationery business, incorporates under the firm name of The 
Chas. Simonds Company, with a capital stock of $25,000.00, 
250 shares, par value $100.00. The following subscriptions have 
been received: Chas. Simonds, 170 shares; B. Austin, 40 shares; 
L. E. Barton, 20 shares; Frank L. Bernard, 10 shares; and H. 
C. Hayes, 10 shares. Simonds pays for his stock with the net 
assets of his business as shown by the Balance Sheet given below. 
The other subscribers pay cash for their stock. 


CHAS. SIMONDS 
BALANCE SHEET, MARCH 381, 192 


Assets Liabilities 
Case ripest... oc Fonte cia 15,538/04]| Notes Payable........... 14,578)10 
Notes Receivable........ 2,038/91|| Accounts Payable........ 17,491/12 
Accounts Receivable..... 12,912|65 ae 6) —|— 
Mdse. Inventory ........|| 11,504/62|| Total Liabilities........ .|| 82,069/22 
Furniture and Fixtures...|} 2,075 k 
Mander wee eee alles O00 Proprietorship. 
Tenney Gh 5 kao o coe 3,000 Chas Simonds, Capital.. .|| 17,000 
PROTAIBASSELS erst a ae ese 49,069|22|| Total Liab. and Prop.....|| 49,069)22 


INSTRUCTIONS: 1. Make in journal form the entries to close the 
books of Chas. Simonds. 

2. Make in journal form the entries to open the books of the cor- 
poration. 


Exercise No. 175 


W. R. Colter and J. H. Lawson have been conducting a whole- 
sale grocery business. They incorporate under the firm name of 
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The Colter Grocery Company, with a capital stock of $30,000.00, 
300 shares preferred and 300 shares common stock, par value 
$50.00. The following subscriptions are received: J. H. Lawson, 
200 shares preferred stock; W. R. Colter, 200 shares common 
stock; C. H. Hamer, 30 shares common stock; M. M. Boyle, 
20 shares common stock. It is agreed to pay Colter & Lawson 
$20,000.00 for the net assets of their business as shown by the 
Balance Sheet below. J. H. Lawson and W. R. Colter accept 
the stock in payment for their interest in the business. The 
other subscribers pay cash for their stock. 


COLTER & LAWSON 


BALANCE SHEET, SEPTEMBER 30, 192 


Assets Liabilities 

Case are ccccdks cs eee 214)85|\ Notes Payables. eee 5,018|25 

Notes Receivable........ 1,394/43]| Accounts Payable........ 3,076|96 

Accounts Receivable..... 9,515)89]| Accrued Wages.......... 161/24 

Mdse. Inventory........ 4,698)95 —_— 

Office Hquipment..... 7. .|| 1,294)11))) Total Liabilities:........ 8,756|45 

Delivery Equipment..... 2,400 — 

Bail Gin gs ares red nee 6,173)19 Proprietorship 

Ga Grr: tee ce a Ae 3,000 

Unexpired Insurance..... 65/03) J. W. Lawson, Capital. ..|| 10,000 
W.R. Colter, Capital... .|| 10,000 
Total Proprietorship..... 20,000 

MotaleAssetsinny a at nreee 28,756)/45|| Total Liab. and Prop..... 28,756|4 


INSTRUCTIONS: 1. Make the entries to close the books of Colter 
and Lawson. 


2. Make the entries to open the books of the corporation. 


/ Exercise No. 176 


O. P. Hellar and J. C. Longman have been conducting a retail 
shoe business. They incorporate under the firm name of The 
Regal Shoe Company, with a capital stock of $10,000.00, 100 
shares of stock, par value $100.00. The following subscriptions 
are received: O. P. Hellar, 35 shares; J. C. Longman, 35 shares; 
P. B.S. Peters, 10 shares; D. C. Brown, 10 shares; O. A. Haynes, 
10 shares. It is agreed to pay O. P. Hellar and J. C. Longman 
each $3,500.00 for their net interests in the business as shown 
by the Balance Sheet given on page 639. Hellar and Longman 
each accept 35 shares of stock in payment for their interest in the 
business and the other subscribers pay cash for their stock. 
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HELLAR & LONGMAN 
BALANCE SHEET, DECEMBER 31, 192 


Assets Liabilities 

Cash eee Sacer ea Ses cee Re 626|05|| Notes Payable........... 3,600 
Notes Receivable. ier bal 793/87|| Accounts Payable.......|| 2,602|87 
Accounts Receivable...../| 2,614/86/| Accrued Wages.......... 64/65 
Mdse. PUVENLOT Ye s.t2 05625 6,478/39 = 
Store Fixtures. 034. 2... 688)70|| Total Liabilities......... 6,267/52 
Delivery Equipment..... 1,395 — 
Office Equipment........ 523/35 Proprietorship 
Store Supplies. Re ti ent Ch SSO mos HellarCapitalaaaas 3,500 
Unexpired Insurance..... 110|15)| J. C. Longman, Capital. .|| 3,500 

; Total Proprietorship..... 7,000 
LOtaleASsetstis meles oe 13,267/52|| Total Liab. and Prop.....|| 18,267/52 


INSTRUCTIONS: 1. Make in journal form the entries to close the 
books of Hellar and Longman. 


2. Make in journal form the entries to open the books of the cor- 
poration. 


Exercise No. 177 


The capital stock of the American Mercantile Company con- 
sists of 500 shares of stock, par value $100.00, owned by the fol- 
lowing: W. R. Carter, 100 shares; A. L. Seaton, 50 shares; 
Robert Bryant, 75 shares; A. R. Neill, 60 shares; A. C. Harding, 
25 shares; W. L. Warnick, 50 shares; C. C. Parker, 40 shares; 
U. R. Smart, 50 shares; C. A. Day, 35 shares, and Wm. M. 
Mays, 15 shares. It is desired to discontinue the business as a 
corporation and the first four stockholders have decided to con- 
ne it as a partnership under the firm name of W. R. Carter 

0. 


All of the stockholders agree to accept settlement for their 
interests in the business at $110.00 per share, the retiring stock- 
holders to be paid cash for their stock. The balance of the 
surplus is to remain in the business for one year to protect the 
partnership from any loss which may result through the failure 
to collect the notes and accounts accepted from the corporation 
by the partnership. At the end of the year, any balance of this 
surplus will be paid in cash to the former stockholders in pro- 
portion to their holdings at the time of the dissolution of the 
corporation. 


Each of the four partners invests $5,000.00 in cash in addition 
to his interest in the assets as shown by the number of shares 
he owns in the corporation. 
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THE AMERICAN MERCANTILE COMPANY 
BALANCE SHEET, May 31, 192 
Assets | Liabilities 
as Merc ccienrtass het eee AGO Glin Notes: aya] emma serra 10,000 
Notes Receivable........|| 2,465!75|| Accounts Payable.......|| 27,824)18 
Accounts Receivable... . .|| 53,075/80|| Accrued Interest Cost... . 149 
Mdse. Inventory....... 25,9385/28 : oer 
Branch Store Inventory . .|| 4,136/82]; Total Liabilities......... 37,973/18 
Accrued Interest Earned. 82/75 ea 
Office Equipment........|| 2,127/99 Proprietorship 
OffiicerSupplies\; 2.0.5 136/88 
Unexpired Insurance..... 310 Capital’Stocksere acre 50,000 
Surplustensss. eee i liGons 20 
Total Proprietorship..... 57,854 /20 
otalAssets ayaa eraae 95,827|38]| Total Liab. and Prop.....|| 95,827/38 


INSTRUCTIONS: 1. 


Make (in journal form) the entries for (a) the 


investment of the four partners; (b) the transfer of the assets and liabilities 
of the corporation to the partnership, and (c) the transactions with the 


retiring stockholders. 


2. Assuming that at the end of the first year of operations, there 
remains uncollected a note for $500.00 and an account for $604.20 and it is 
agreed that these are to be charged to the Surplus account, make (in journal 
form) the entry to adjust the balance of the Surplus account, the partners’ 
personal accounts being credited with their share. 


A 


CHAPTER XLII 
ACCOUNTS PECULIAR TO A CORPORATION 


Capital Stock, Capital, and Surplus 


The charter of a corporation states the maximum amount of 
stock which it may issue. This amount is termed the authorized 
capital stock. In some states the laws require that a certain 
percentage of the authorized capital stock must be issued as a 
minimum. Since the company is under no obligation to issue 
stock in excess of the minimum required by law, frequently the 
amount issued is not equal to the amount authorized. The stock 
issued is termed the outstanding stock, and the difference between 
the authorized and the outstanding stock is known as the unissued 
capital stock. 


In making the ledger record, the authorized capital stock 
may be shown as a credit item and the unissued capital stock 
shown as a debit item. By subtracting the latter from the 
former, the outstanding stock can be obtained at any time. If 
desired, the authorized capital stock and the unissued capital 
stock may be omitted from the ledger record and only the out- 
standing capital stock shown. In the following discussion both 
methods will be illustrated. Whichever method is followed in 
making the ledger record, it is desirable that the three items, 
authorized capital stock, unissued capital stock and outstanding 
capital stock, be shown on the Balance Sheet. To avoid con- 
fusion it is necessary for the student to understand the meaning 
of these terms. 


A careful distinction must be made between the capital and 
the capital stock of a corporation. The capital of a corporation 
is its proprietorship, or the difference between its assets and its 
liabilities. Since the assets and liabilities of a going business are 
continually changing, its capital does not remain the same. The 
assets and liabilities of a firm at the end of February may be 
quite different in value from its assets and liabilities at the end 
of January, and consequently the amount of its capital may be 
different on these two dates. Such changes in the capital of the 
corporation are taking place continuously. Since the amount of 
the capital stock of a corporation remains constant, except when 
the charter is amended, it is necessary to provide some means of 
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recording fluctuations in the proprietorship. This is accom- 
plished by setting up a Surplus account. This account records 
the increases and decreases in proprietorship which take place 
during the operations of the business. To arrive at the capital 
or proprietorship of the corporation at any time, it is necessary 
to add the surplus to the capital stock outstanding. Sometimes 
the proprietorship of a business becomes less than its capital 
stock, in which case the difference is termed deficit instead of sur- 
plus, and its amount is subtracted from the Capital Stock to 
ascertain the capital or proprietorship. 


Accounts with Capital Stock 


There are two methods of keeping a ledger record with capital 
stock. The first method provides for a record of the capital stock 
authorized and of the unissued capital stock, if any. The second 
method provides for a record of capital stock issued and out- 
standing only. Both methods will be explained. 


(1) First Method. The purpose of the Capital Stock account 
is to show the par value of the capital stock authorized by the 
charter. If different classes of stock, such as common and pre- 
ferred, are authorized by the charter, a separate account is kept 
with each class. The debits and credits to the account kept with 
each class are the same. 


The debits and credits to the Capital Stock account are as 


follows: 
CAPITAL STOCK 


Debit: Credit: 
With the par value of any decrease | With the par value of the capital 
in capital stock authorized by stock authorized by the charter. 
amendment to the charter. With the par value of any increase 


in capital stock authorized by 
amendment to the charter. 


The balance of this account shows the par value of the capital 
stock authorized. If all the stock authorized has been sold and 
issued, the balance of this account shows the outstanding capital 
stock of the corporation. If any part of it has not been issued, 
the value of this is shown in the Unissued Capital Stock account. 
The difference between the balance of the Capital Stock account 
and the Unissued Capital Stock account is the par value of the 
stock outstanding. All three items are shown on the Balance 
Sheet in ascertaining the proprietorship of the corporation. 


The purpose of the Unissued Capital Stock account is to show 
the par value of the unissued capital stock. When all of the stock 
of the corporation has been issued, this account will balance. 
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The debits and credits to the Unissued Capital Stock account 
are as follows: 
UNISSUED CAPITAL STOCK 


Debit: Credit: 

With the par value of the capital With the par value of capital 
stock authorized by the charter. stock issued. 

With the par value of any increase With the par value of any de- 
in capital stock authorized by crease in capital stock author- 
amendment to the charter. ized by amendment to the 

charter. 


The balance of this account is a debit and shows the amount 
of unissued capital stock. It is shown on the Balance Sheet as 
a deduction from the balance of the Capital Stock account. 

(2) Second Method. The purpose of the Capital Stock 
account is to show the par value of the capital stock outstanding. 


The debits and credits to the Capital Stock account are as 


follows: 
CAPITAL STOCK 


Debit: Credit: 


With the par value of capital With the par value of capital 
stock canceled. stock issued. 


The balance of this account shows the par value of the capital 
stock outstanding. 


It makes little difference which method is used so long as the 
records indicate the facts clearly. In the laboratory material 
accompanying this text, instructions will be given as to the method 
to be followed. 


Surplus Account 


The surplus of a corporation is the difference between its pro- 
prietorship and capital stock outstanding. If the proprietorship 
of a corporation is less than its capital stock outstanding, the 
difference is termed a deficit. The Surplus account shows the 
accumulated earnings of the corporation. At the close of each 
fiscal period, the net earnings of the period are carried to the 
Surplus account. When profits are distributed to the stock- 
holders, the amount distributed is taken from the Surplus ac- 
count, and the balance of the account shows the accumulated 
profits retained in the business. Sometimes errors are discovered 
during one period which show that the profits of a preceding 
period have been overstated or understated. Such errors should 
be corrected by increasing or decreasing the amount of the sur- 
plus, because such profits or losses do not affect the earnings of 
the current period, hence should not be shown in the expense 
and income accounts of the period. 
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The debits and credits to the Surplus account are as follows: 


SURPLUS 


Debit: 

At the close of the fiscal period 
with the net loss shown by the 
debit balance of the Profit and 
Loss account. 

With the amount of dividends 
declared. 

With any adjustment during the 


Credit: 

At the close of the fiscal period 
with the net profit shown by 
the credit balance of the Profit 
and Loss account. 

With any adjustment during the 
fiscal period which increases the 
profit of a preceding period. 


fiscal period which diminishes 
the profit of a preceding period. 


The balance of the Surplus account at the close of the fiscal 
period shows the undivided profits of the corporation. It is shown 
on the Balance Sheet as an addition to the Capital Stock Out- 
standing. 


Method of Showing the Proprietorship of the Corporation 


In showing the proprietorship of a corporation on the Balance 
Sheet, it is necessary to take into consideration at least three 
items: capital stock authorized, unissued capital stock, and sur- 
plus. The relation of these items to proprietorship is indicated 
by the following equations: 


Assets — Liabilities =Capital or Proprietorship. 
Capital = Capital Stock Outstanding+Surplus. 


_ Capital Stock Outstanding =Capital Stock Authorized — 
Stock Unissued. 


The following condensed Balance Sheet illustrates the appli- 
cation of these equations: 


WESTERN FURNACE COMPANY 
BALANCE SHEET, JULY 31, 192 


Assets Liabilities | 
Assets (total)..........| _ 79,462 50 Liabilities (total)......, 28,011, _ 
Proprietorship 
Cap. Stock Authorized 50,000 
| Unissued Stock........ | 10,000|_ 
Cap. Stock Outstanding) 40,000' 
1). ULEDIUS: Womans. eiuere sheen | 11,451 50 


Total Assets 
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Dividend Account 


A dividend is a distribution of profits to stockholders. Divi- 
dends can be legally declared only out of profits. They can be 
declared only by. the directors, and a stockholder has no claim 
upon the profits of the corporation until a dividend has been 
declared. 

Dividends may be declared from the accumulated profits of 
previous periods, or they may be declared at the end of the 
fiscal period from the profits of the current period. When divi- 
dends are declared from current profits, there are two methods 
by which they may be recorded. By the first method, the divi- 
dends are deducted from the net earnings shown in the Profit 
and Loss account, leaving only the earnings in excess of the 
dividend to be carried to the Surplus account. By the second 
method, the total net earnings as shown by the Profit and Loss 
account, are transferred to the Surplus account and the dividend 
is deducted from the Surplus account. In both cases a Dividend 
account is credited for the amount of the dividends. To illus- 
trate the two methods, it may be assumed that the Profit and 
Loss account shows a balance of $25,467.85 before any distribu- 
tion of profits is made. The board of directors declares a dividend 
of $15,000.00. Under the first method, the entries would be: 

JANUARY 10, 192 


Prone iaioas on Aone isd ake | 18,000] | 
fy) Dividend Noa see cp itaier es ne 15,000 
“\} | To record the declaration of Dividend | inet! 

No. 1 | 


‘ | | || 
xX | PeRroteand Lassa. tet. 2: ded | 10,467 85 | 
a SLE CLIC ee io ies Mena ey Daa | | 10,467 85 


| 


ss ‘To transfer profits in excess of dividend | ! 
\f | |to Surplus. | | 
lat I 


The ledger accounts necessary to record these transactions 


would be as follows: 
PROFIT AND LOSS 


= == = =i: 


Oa aaa ee pe Sh Veto Ll wie ; “iF sie pit 

Jan. 10. Div.No.1 | J9) 15,000 _ | Dec. 31) Net Profit | V | 25,467 85 
(10 Surplus  J9) 10,467 85, | | 
| | It et 7 = aT] 

| 25,467 85 | . || 25,467 |85 

SURPLUS 
pie Mass a at Solcc tee ie j 192 = ~] = ral = — vite oe ——————— = 
| Jan. |10| P.&L. | J9) 10,467 |85 


DIVIDEND No. 1 


ne By ff Shnae oe aeley 8 es 
| | Jan, |10|P. & L. | J9| 15,000 | 
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With the second method, the entries would be: 
DECEMBER 31, 192 


=)...» he | Prohbend Lessee eee ee eee | 25,467 (85) 
ape Surplus. e yr her eee ae | | 25,467) 85 
__ | To transfer profits to Surplus. 


| 
| 

| | b 

| 

| | 
| 
| 


JANUARY 10, 192 
Surplus Meicrame te Oy ee neato rae 15,000 | 
Dividend Nott, ee 15,000. 
To show declaration of Dividend No. 1. | | 


The ledger accounts resulting from these entries would be: 


Rm BC 
J9| 25,467 | 85 | Dee. | oD NetProfit: vif 25,467 85 


crea Gan es 
Dec. 31) Surplus | 


SURPLUS 


ps Ie Man eal alt Sees On 
Jan. |10) Div.No.1 |J9// 15,000) | 


92 | 


19 | 
Dec. 3 | 


NetProfit J9) 25,467 85 


DIVIDEND No. 1 


Sage oy a ‘i SSS = 


10} Surplus eal 


= 
<=} 
bo 


ae a | 
P | | | | 15,000 
@ | 7, | } Ih | I] | | 
Cv Since dividends are not usually declared until some time after 
the close of the fiscal period, the second method is the one most 
frequently followed, and this method will be assumed in the 
following discussion. 


The purpose of the Dividend account is to show the amount 
of dividends declared, but unpaid. When a dividend is declared 
by the board of directors, it becomes a liability of the company 
to the stockholders and must be so recorded at once. Usually a 
separate Dividend account is opened with each dividend declared. 
These accounts are numbered serially. Thus there will appear on 
the ledger Dividend No. 1, Dividend No. 2, ete. 


The Dividend account is debited and credited as follows: 
DIVIDEND No. — 


Debit: Credit: 
With the amount of dividends With the amount of dividends 
paid. declared by the board of direc- 
: : tors. 


The balance of the Dividend account shows the amount of 
dividends declared, but unpaid. It is shown as a current liability 
on the Balance Sheet. Usually the unpaid dividends are termed 


4* 
} ra Oh 
14 

4 a 
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Dividends Payable when they appear on the Balance Sheet. If 
dividends are not paid when due, a stockholder may bring legal 
action against the company in the same manner as against any 
other creditor. 

The policies of corporations, with reference to the amount 
of their profits which they distribute as dividends, vary widely. 
Conservatively managed corporations prefer to retain all earn- 
ings above reasonable dividends as a fund available in case of 
depression or to take care of unforeseen contingencies. The funds 
derived from accumulated earnings are usually used in expanding 
the business or in building up a larger working capital. 


Treasury Stock Account — i] Ap yf 
which has been issued_at_par_or ata \Qwsssss!” 
) premiumjdully paid for, but*through purchase or gift is reacquired. yg iper 
/ by the company. Such stock is entirely different from unissued’ “ 
stock, since the latter has never been issued by the corporation, 
and does not represent any recordable value. Treasury stock, 
on the other hand, must appear in the records, for until it is 
canceled it represents a part of the capital of the corporation. 


Fully paid up stock is sometimes donated to the company in 
order that it may be sold to secure working capital. This practice 
is especially prevalent in those companies which issue all their 
stock in payment for property. The following will illustrate the 
method of handling donated stock: The stockholders of a com- 
pany donate $50,000.00 (par value) of stock to the corporation. 
The entry to record the receipt of the stock is: 


ewes is 2s Marco 15,192 0 
EhreasuivaS COC Kae. a Ere pean ers | 50,000 | 


Treasury Stock Donated......... | | 50,000 
To record capital stock donated to the | | 

i} 

i} 


| 
| 
! 


company by stockholders. 


If the stock is sold at par, the following entry would be made: 


| 


The Treasury Stock Donated account will show a balance of 
$50,000.00, which is the profit derived from the sale of the treas- 
ury stock. This profit may be closed into the Surplus account, 
but it is better to close it into a Capital Surplus account to indicate 
that it is not available for dividends. It should not be distrib- 
uted as dividends, for the stockholders donated the stock to 
provide working capital, and their object would be defeated if the 
proceeds. of the sale were distributed as dividends. 


AD RSRSTOTAV ISHED, pp oo ke od ge bbe Uae 
To record sale of treasury stock at par. | 


A rd 


\ 


} 
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In many cases where stock is donated to the company, it can 
not be sold at par. Assuming in the present case that the stock 
is sold at $80.00 a share, the entries would be as follows: 


> % p} ‘\} Sa Se dine 
ey APRIL 10, 192) 


seas VEL ————SS 
| | Cash : | 40,000, | 
} Treasury Stock Donated............. aah 
AUGER EMWNAV ISOC. ex odo ound oss oot 
'To record sale of treasury stock at) | 
| $80.00 a share. | | | 
| 
The Treasury Stock account would thus balance, and the 
Treasury Stock Donated account would show a balance of 


» $40,000.00, which is the profit derived from the gift. 


Sometimes a corporation purchases its stock. In this case, 
the Treasury Stock account is debited for the par value of the 
stock when purchased and credited for its par value when sold 
or canceled. Any difference between the par value of the stock 
and its purchase price is debited to an account with Premium on 
Treasury Stock Purchased or credited to an account with Dis- 
count on Treasury Stock Purchased. Until the stock is sold or 
canceled, these accounts remain on the books and appear on the 
Balance Sheet as a deduction from or an addition to Surplus. 

When sold, the par value of the stock is credited to the 
Treasury Stock account, and any difference between par and the 
sale price is debited to Discount on Treasury Stock Sold or 
credited to Premium on Treasury Stock Sold. At the time of 
sale, all discount or premium applicable to the stock, recorded 
when it was purchased and when it was sold, is transferred from 
the discount and premium accounts to the Surplus, or Capital 
Surplus, account. 

The purpose of the Treasury Stock account is to show the par 
value of the stock of the corporation which has been donated to 
it or purchased by it. It must never represent unissued stock. 

The debits and credits to the Treasury Stock account are: 


TREASURY STOCK 


Debit: Credit: 


With the par yalue of the stock of With the par value of treasury 
the corporation purchased by stock sold. 


the corporation. 

With the par value of the corpora- 
tion’s stock donated to the cor- 
poration. 


The balance of the Treasury Stock account shows the par 
value of the stock of the corporation which it holds in its treas- 
ury. It is shown on the Balance Sheet as a deduction from the 
balance of the Capital Stock account. 
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Accounts with Subscriptions Receivable and Capital Stock Subscribed 


If any time is to elapse between the subscriptions for stock 
and the time when the subscriptions are due and payable, it is 
advisable to open accounts to show the amount due from _sub- 
scribers and the amount of stock-which the company has agreed 
to issue. The former account is termed Subscriptions Receivable 
and the latter is termed Capital Stock Subscribed. 


The debits and credits to the Subscriptions Receivable ac- 
count are as follows: 


SUBSCRIPTIONS RECEIVABLE 


Debit: Credit: 
With the par value of capital With the subscriptions paid. 
stock subscribed. 


The balance of this account is the amount due from sub- 
scribers. It is usually shown on the Balance Sheet as a current 
asset. In the case of stock sold on the installment plan, payments 
may extend over a period of years. In this case, it is not a current 
asset, but is shown on the Balance Sheet under a separate sub- 
title after all the other assets or in the proprietorship section as 
‘a deduction from Capital Stock Subscribed, discussed: below. 


The debits and credits to the Capital Stock Subscribed 
account are as follows: 


CAPITAL STOCK SUBSCRIBED 


Debit: Credit: 
With the par value of shares issued With the par value of the capital 
to subscribers. At the same stock subscribed. 


time Capital Stock or Unissued 
Capital Stock will be credited, 
depending on the method em- 
ployed in recording the capital 
stock. 


The balance of this account shows the capital stock subscribed 
for but not issued. It is shown on the Balance Sheet as an addi- 
tion to Capital Stock Outstanding, if any has been issued; if 
not, it is shown as the only item of proprietorship. If Subscrip- 
tions Receivable are deducted from Capital Stock Subscribed on 
the Balance Sheet, the difference is termed paid-in subscriptions 
and added to Capital Stock Outstanding. 


In the case of many corporations where the capital stock is 
paid for shortly after it is subscribed, the accounts with Sub- 
scriptions Receivable and Capital Stock Subscribed are not used. 
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QUESTIONS FOR CLASS DISCUSSION 
eye 
A certain corporation has an authorized capital stock of 


$500,000.00 and has $350,000.00 capital stock outstanding. 
Account for the difference in the amounts of these two items. 
deer ite 
(a) Can the proprietorship of the corporation be determined 
from the information given in Question 1? If not, what does 
represent the proprietorship? (b) How is the proprietorship 
shown on the books of the corporation? 


BB atta 

Explain and illustrate two methods which may be employed 

in recording the capital stock of a corporation. 
Ello Chess 

A corporation has a capital stock of $75,000.00, all of which 
was issued at the time of organization. (a) State the journal 
entries necessary to record an increase of $25,000.00 in capital 
stock which has been authorized by amendment to the charter, 
but which has not been subscribed. (b) How would this authorized 
increase of capital stock be shown on the Balance Sheet? 


cleat! Sd 
If the newly authorized stock of the corporation discussed in 
Question 4 had been issued and fully paid up before the close of 


the fiscal period, how would the Balance Sheet differ from the 
one prepared in accordance with Question 4? 
a 

A corporation has a capitalization of $225,000.00 of which 
$200,000.00 has been issued. Assume that the company has 
secured a revision of the charter decreasing the capital stock 
$25,000.00. State the proper entries to place this transaction on 
the books. 

En ifpees 

The Blank Manufacturing Company has a total capital stock 
outstanding of $200,000.00, $100,000.00 of which is common 
stock and the remainder is seven per cent nonparticipating pre- 
ferred. The net earnings for the year are $24,000.00. (a) After 
paying the seven per cent dividend to the preferred stockholders, 
what rate of dividend might be allowed the common stockholders 
if the by-laws of the corporation require one-fourth of the net 
earnings of each year to be carried to surplus? 

(b) Give the journal entries necessary to record the dividends 
on stock and the transfer of profit to the Surplus account. 

(c) If the dividends so declared were paid in cash, what entries 
would be made? 
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wee Gea 

_ Using the Balance Sheet of a corporation which publishes 
its financial condition in your city newspaper, apply the equations 
with reference to proprietorship given in this chapter. 


pens) pe 
Explain the two methods of recording dividends and state 
when one may be preferable to the other. 


eel (Heo! 
‘*It is customary to open a new Dividend account for each 
dividend declared.’”’ Explain why this should be done. 


nb iy bee 

The stockholders of a corporation have received stock in 
exchange for land and buildings. As a result, the company has 
fixed assets but needs working capital. The stockholders agree 
to donate to the company $20,000.00 stock to be sold to provide 
working capital. What entries would be made at the time the 
stock is received? 

faa ore 

(a) Assume that $100,000.00 treasury stock is sold at par. 
What entries are necessary to place this transaction on the books? 
(b) If the stock is sold below par, how will the accounts be affected? 


Peo ae 


Explain the use of the Subscriptions Receivable and the 
Capital Stock Subscribed accounts. 
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LABORATORY MATERIAL 


Exercise No. 178 


The Landis Manufacturing Company is s incorporated wt 
an authorized capital stock of $1,000,000.00, of which $600,000.0 

is common and $400,000.00 is six per cent ‘cumulative preferred. — 
The company begins operations January 1, 1925, and its records 
are opened as of this date. Prior to January 1, 1925, $400,000.00 
of common and $300,000.00 of preferred stock was subscribed 
and half paid for. 


INSTRUCTIONS: 1. Make (in journal form) entries to record the 
foregoing transactions. The total authorized stock is to be recorded. 


2. Pest the foregoing entries, allowing eight lines for each account. 


Exercise No. 179 
The subscribers to the capital stock of the Landis Manufactur- 


ying Company pay the remainder of their subscriptions on July 1, 
°1925. The net profit for the year 1925 is $40,000.00. 


Dividends on preferred stock are declared at a meeting of the 
board of directors on January 10, 1926. They are paid ten days 
later. The net profit for the year 1926 is $60,000.00. 


_ Dividends on preferred stock are declared by the board of 
directors on January 12, 1927. They are paid on February 1. 
INSTRUCTIONS: 1. Make (in journal form) entries necessary to 
record the foregoing operations. In recording the net profits for each year, 
debit “‘Assets” and credit ‘‘Profit and Loss.’”’ The student will understand 
that the net profit shown in the Profit and Loss account is the result of the 
closing of the expense and income accounts into this account, and that this 
profit must be represented by an increase in net assets. The Profit and Loss 
account will be closed into the Surplus account. 


2. Post these entries to the accounts prepared in Exercise No. 178. 


8. Show how the dividends declared on January 12, 1927, would 
appear on a Balance Sheet prepared January 31, 1927. 


Exercise No. 180 


At the meeting of the board of directors on January 12, 1927, 
it is voted to issue the remainder of the common stock. The 
stock is subscribed and paid in cash on February 15. 

The company plans to experiment with certain new processes 
of manufacture, and the common stockholders agree to donate 
to the company ten per cent of their holdings, to be resold to the 
public, and the proceeds used for development purposes. 


The stock is. received by the company on March 1, 1927. 


. One- half of it is sold April 1, 1927, for cash at $98.00 per share. 


INSTRUCTIONS: 1. Make journal entries to record these trans- 
actions. 


2. Post the journal entries to the ledger accounts prepared in Exercises 
Nos. 178 and 179. 
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RECORDS PECULIAR TO A CORPORATION 


Records Required by a Corporation 


The financial records of a corporation are essentially the 
same as those of any other type of business organization. The 
few additional accounts required can be added in the general 
ledger. The books of original entry need not be different from 
those used by a sole proprietorship or a partnership. The only 
distinctive books and records required by a corporation are those 
used to record the corporate activities of the company. The 
records required for this purpose are: 


(1) The Minute Book. 

(2) The Subscription Book. 

(8) The Subscribers’ Ledger. 
(4) The Stock Certificate Book. 
(5) The Stockholders’ Ledger. 
(6) The Stock Transfer Book. 


The Minute Book 


The minute book is the legal record of the proceedings of all 
meetings of stockholders and board of directors. This book may 
vary in size and style from an inexpensive record book to an 
elaborately bound volume especially designed for the company. 
For convenience in making records on the typewriter, it may be 
loose leaf. If this be the case, the number of each page is water- 
marked, or each page is initialed or signed by the president and 
secretary to prevent insertions and substitutions. 


Unless the charter and by-laws be bound in a separate volume, 
they should be written, pasted or bound in the minute book, 
usually at the front of the book. The original copy of the charter 
should appear in the minute book. A few pages may be left 
blank after each document to take care of amendments which 
may be made later. 


All entries in the minute book are made by the secretary of 
the corporation. The first record should be that of the first 
meeting of the stockholders. Following this in chronological 
order, there should appear all records of meetings, regular and 
special, of the stockholders and board of directors, unless the 


653 


654 BOOKKEEPING AND ACCOUNTING [Ch. 43 


secretary should prefer to apportion a separate part of the book 
to record the minutes of the meetings of the stockholders and the 
meetings of the board of directors. In a large corporation the 
meetings of the stockholders and the board of directors may be 
recorded in separate volumes. The account of each meeting 
should begin at the top of a new page, and no blank pages should 
be left between records. 


The minutes of stockholders’ meetings should include date 
and place of meeting, copy of the notice given, name of the pre- 
siding officer, amount of stock represented by those in attendance, 
and whether or not the attendance constitutes a quorum, etc. 
very complete, detailed record of the transactions of each meeting 
should be given, as this serves as authority for actions of the 
officers and furnishes data for many important entries to be made 
by the accountant. 


Whether or not the exact wording of each motion or resolu- 
tion should be recorded depends upon the importance of the 
matter under consideration. If so ordered by the meeting, any 
report or other document presented before the meeting may be 
“spread upon the minutes,” i. e., written out in full. In any 
case, all such papers should be preserved by the secretary. 


Regular meetings of stockholders are annual, as a rule; 
meetings of the board of directors may be monthly or quarterly. 
Special meetings of either body may be called as prescribed by 
the by-laws. As the legality of the proceedings of a special 
meeting depends upon the legality of the call and notice, the 
call and notice are usually entered upon the minutes. 


As a basis for the transaction of business, reports may be 
given by the president on general conditions, by the treasurer on 
financial conditions, by the regular committees or by such special 
committees as may have been appointed at preceding meetings. 
Transactions may include decisions on the purchase and sale of 
property, investment of surplus funds, declaration of dividends, 
securing additional funds through issue of bonds or additional 
stock, creation and continuation of reserves, sinking funds, ete. 


The Subscription Book 


_ In most states, laws governing the incorporation of corpora- 
tions provide that all or a major part of the capital stock of a 
corporation must be subscribed before a charter will be granted. 
It is necessary, therefore, for the organizers of a corporation to 
secure subscriptions to the stock before they apply for a charter. 
Usually, ‘subscription blanks’ are prepared on which to secure 
the signatures of those who agree to subscribe to the stock. Each 
blank is headed with a contract by which the subscribers agree 
to purchase the number of shares set opposite their signatures. 
Any number of subscribers may sign the same subscription list. 
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In a large corporation there may be several such lists, since one 
will be needed for each solicitor. Later these subscription lists 
are filed in a binder and referred to as the subscription record 
or book. The entries for subscriptions are made in the other 
records of the corporation from the subscription book. 


The Subscriber’s Ledger 

This ledger contains accounts with the subscribers to the 
capital stock, each subscriber being charged with the par value 
of the stock subscribed and credited with the payments in full or 
on account. The original entries in this ledger are made from the 
subscription book and the payments are posted from the cash 
record. ‘The Subscriptions Receivable account in the general 
ledger is the controlling account for the subscribers’ ledger. No 
particular form of ruling is required for the subscribers’ ledger, 
as the standard ledger ruling will serve satisfactorily. 


Stock Certificate Book 

The stock certificate book consists of blank stock certificates 
numbered serially, bound in book form, usually 100 to 500 in a 
book, with a stub for each certificate. If both common and pre- 
ferred stock are issued, different kinds of certificates are usually 
used for each class, although some companies use one form for 
both common and preferred and designate the preferred stock 
certificate by printing the word ‘“Preferred”’ and the conditions 
of preference in a different color ink across the face of the com- 
mon stock certificate. In some cases the provisions of the charter 
with reference to the different classes of stock are printed in the 
certificate. In this case the same form can be used for all classes 
and it is only necessary to indicate the class of stock for which 
the certificate is issued. When different forms are used, separate 
books may be kept for each class, or both may be bound in the 
same book; in either case, each class should have its own serial 
numbers. It is preferable to have separate certificates for each 
class of stock. 


See 
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Illustration No. 97, Stock Certificate Book 
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As will be seen, by referring to Illustration No. 97, on page 
655, each certificate contains the corporate name, the state in 
which it is located, the amount of the capital stock, the total 
number of shares and the number of shares represented by the 
certificate. When stock is issued, the certificates and accompany- 
ing stubs are properly filled out. The stubs serve as a permanent 
record of the number of shares of stock represented by each 
certificate, the date of issue, the name of the person to whom 
issued and whether the stock is an original issue or a reissue. On 
the stub there may be a receipt which the stock owner or his 
attorney signs when the certificate is surrendered for cancelation. 
This is not done in large corporations where stock is sold exten- 
sively. 

When stock is transferred, the owner must sign the endorse- 
ment printed on the back of the certificate. The form of this 
endorsement is shown in Illustration No. 97a. 


The signature of the transferor 


For value oaved tee are sell, transfer and 

assign to. Robert rou 

Shares of Stock uathin mentioned and hereby authorize 
io of Martin 


to make the necessary transfer upon the books of the 
Corporation. 


emmy ged ks and seal Na 2A os of 
2S 


Pat 


must be witnessed, as the form at 
the left indicates, but the name of 
the new owner need not be filled 
in. If this part of the endorse- 
ment is left blank, the certificate 
may be passed from one purchaser 
to another. However, on the rec- 
ords of the company (the stub of 
the certificate and the account in 
the stock ledger), the first trans- 


Ek? Marker 
Witnessed by 
LITO ae a oe 


Illustration No. 97a, 
Endorsement 


feror is still owner, and he remains 
so until this certificate is surren- 
dered to the secretary of the com- 
pany and another one is issued to 
the new owner. The new owner’s 
name must now be inserted in the 
endorsement of the old certificate. When a certificate is canceled, 
it is pasted to the stub from which it was detached when issued. 
Attention has already been called to the fact that if a stock cer- 
tificate is lost or destroyed, an indemnity bond is usually re- 
quired before the secretary will issue a new certificate. 


From this discussion, it is seen that the stock certiticate book 
is a record book, not a book of account. However, a relation 
exists between the results shown by this book and the Capital 
Stock account or accounts in the general ledger, and careful check 
should be made regularly to see that the stock certificate book 
is being kept accurately. From the data given on the stubs of 
this book, the bookkeeper secures data for entries in the stock- 
holders’ ledger, with which the stock certificate book must also 
check as is shown by the following discussion. 
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Stockholders’ Ledger 


_ The stockholders’ ledger, or stock book as it is sometimes called, 
is a subsidiary record of the capital stock outstanding, showing a 
separate account for each stockholder and controlled by the 
account or accounts in the general ledger that show the amount 
of capital stock outstanding. 


An account is opened with each stockholder and credited with 
the number of shares of stock purchased by him. Conversely, 
the stockholder is debited with the number of shares he sells or 
transfers. It is important to bear in mind that ownership or 
proprietorship of each stockholder is indicated not by the par 
value or any other value of the shares held, but by the number 
of shares held, the value of which may be estimated quite readily, 
if desired. 


The following example illustrates the recording of individual 
stock ownership in the stockholders’ ledger: A, B and C are the 
incorporators of the King Mfg. Co., which has a capital stock of 
$100,000.00, each share having a par value of $100.00: A owns 
500 shares, B owns 300 shares, and C owns 200 shares. In the 
general ledger the Capital Stock account would show a credit 
balance of $100,000.00, or the total amount of capital stock out- 
standing. To maintain a record of the individual subscribers to 
the capital stock, three accounts would be opened in the stock- 
holders’ ledger, one for A, one for B, and one for C. A credit of 
500 shares would be placed to A’s account, 300 shares to B’s 
account, and 200 shares to C’s account. The total of the balances 
of these three accounts, 1,000 shares, is thus equal to the credit 
balance of the Capital Stock account: 1,000 shares at $100.00 
each equals $100,000.00. 


The information is recorded in the stockholders’ ledger from 
the certificates of stock issued to A, B and C. As long as these 
individuals hold the same amount of stock as when the business 
was incorporated, there will be no change in the accounts in the 
stockholders’ ledger. If at a later date some of the stock is trans- 
ferred from one of the shareholders to another, a change will 
have to be made in the accounts in the stockholders’ ledger. For 
example, A sells B and C each 100 shares. This transaction 
involves first, cancellation of A’s ownership of these 200 shares 
and reissuing certificates to the new holders to complete the 
transfer. If A’s holdings are in 100 share lots, it is necessary for 
him to have one certificate of 100 shares canceled to take care of 
B’s new ownership, and another certificate, also of 100 shares, 
canceled in favor of C. These canceled certificates, signed by A, 
are pasted to the original stubs and new certificates issued to 
Band C. Following this, it is necessary to enter the transactions 
in the stockholders’ ledger, the information for these entries being 
obtained from the stubs of the canceled certificates and the new 
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certificates issued. A’s account is debited for the 200 shares trans- 
ferred and B’s and C’s accounts each credited for the purchase of 
100 shares. When the posting is completed, the total credits still 
amount to 1,000 shares, or the amount of capital stock outstanding. 
This example illustrates that in a corporation, while ownership of 
stock is constantly shifting, the amount of capital stock remains 
the same. 

The above transactions, when posted to the stock ledger, 
appear in the accounts as follows: 


A 
Gand hal ea ee ae 
Feb: | 1. To B | 100 shares Jan. 1 Original Issue 500 shares 
Leone, | 100 shares | | | 
1 Balance | 300 shares 
(ig reel | 
| 500 shares | | | 500 shares 
——————— eames === Fateh a —— ‘ieee = \~ = ar = 
| 1 Feb 1| Balance } 300 shares 
B 
caer tale Tie) wari 
Jan. |1 Original Issue’) 300 shares 
Feb. | yi From A | 100 shares 


Jan. | 1 | Original Issue 200 shares 
| ; | it | From A | 100 shares 
1 \| 


These individual accounts for each stockholder may be com- 
pared with the accounts of the proprietors in a partnership, 
except that values are shown in terms of shares, not in the amount 
of capital stock owned. There is this difference that, in main- 
taining records for the corporation, the capital stock is considered 
apart from the ownership of stock by various individuals, hence 
two sets of accounts are kept, the controlling account in the gen- 
eral ledger, which shows the outstanding capital stock in total, 
and the subsidiary accounts in the stockholders’ ledger, which 
indicate the amount of stock owned by the shareholders in the 
corporation. On the other hand, in a partnership, the capital 
accounts of the proprietors show ownership in the business. 

In order that the subsidiary accounts will check with the con- 
trolling ledger, it is necessary that accurate records be main- 
tained in the stockholders’ ledger corresponding to the informa- 
tion kept in the stock certificate book. This requires that the 
number of shares represented by each certificate not canceled in 
the stock certificate book be listed in the stockholders’ ledger. 
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The total of these shares should equal the total credit balances 
of the accounts in the stockholders’ ledger. 

_ Some companies use the simple ruling of the ordinary ledger 
in the stockholders’ ledger. This is satisfactory if few transfers 
are made, but in large companies, where stock is constantly 
changing hands, a more complete record is necessary. Further- 
more, since a stockholder may “‘split’”’ a certificate, or sell only a 
part of the shares represented therein, the number of shares sold 
will not always correspond exactly with the certificate. To record 
all these details, additional columns will be needed in the stock- 
polars ledger, necessitating the use of a wider ledger page or 
card. 

Let us assume that in the illustration previously cited, A’s 
entire holdings are represented by one certificate of 500 shares, 
hence when he sells 100 shares each to B and C, he is splitting 
his certificate. This will necessitate the surrendering of A’s 
certificate (No. 1) to the company. To show A’s remaining in- 
terest in the corporation, a new certificate (No. 4) representing 
300 shares is issued to him. Certificates of 100 shares each (Nos. 
§ and 6) are issued to B and C to show their additional interests 
in the corporation. To record these details a form similar to 
Illustration No. 98 might be used: 


A 
Pee ect OIL Ne of 1 Noel, I Dateol lh from | Nosof | No.of 
eae ot va oe Certificate | Certificate Shares i Issue or Whom Certificate | Shares 
soca a Canceled | Reissued | Transferred || Transfer Transferred | Issued | Secured 
os Ne a 
| {| 
192 | OS ta or 
Feb. 1 B 1 5 100 || Jan.1 Original 1 500 
Ue he 1 Ge ier (LOON) Issue | 
1) Balance | Ae | 300 | 
| | ig sae AT rae esobtaes 
500 | 500 
= eet SSS SSS 
| | | Feb.1 Balance 4 300 
{| | | | 


Illustration No. 98, Stockholders’ Ledger 


Another form that is widely used to show the ownership of 
stock differs from the preceding form in that the balance of the 
account is extended after each transaction. This form is shown 
in Illustration No. 99. 

The two forms explained and illustrated are those usually 
adopted by corporations. The exceptions are found in states 
whose statutes require the stockholders’ ledgers to conform to 
the style established by law. From the accountant’s viewpoint, 
any form is satisfactory which gives all the essential facts. 
Whatever importance is placed on the form of the stockholders’ 

ledger arises from the fact that the stockholders’ ledger is legal 
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evidence of the ownership of the stock. It is the evidence of the 
number of votes to which each stockholder is entitled. A stock 
certificate may be lost or destroyed, but the account still remains 
as proof of the stockholders’ right to participate in the affairs of 
the corporation. 


Datece No. of From Whom Obtained | as i Date of pe is ess for Credit 
Issue date | To Whore. Trinstareed | Cue Assignment transferred Obtained Balance 

——| |——— $e ee 

192 | | 
Jan. | 2} .. {Original Issue. ..... Lae ieeccoxs ever hear 500 500 
Jan. {18} 1 |ToC.L. Whiting... 54 |Jan. |18) 100 ee 00) 
Mar. | 1! 8 |From M.C. Watson} 70 |Feb. Uh heh 50 | 450 
July (20) 70 |ToH.B. Millers sae fee July |20} 50 or | 400 
July 20) 54 ie Bs Maller ees ol O2 mt otlygal 20) OO sta | 300 


Illustration No. 99, Stockholders’ Ledger with Balance Column 


Stock Transfer Book 


In several states it is required that a corporation maintain a 
stock transfer book in which is recorded all the information with 
reference to transfers of shares. The law of the state of New 
York requires that a transfer record be kept which will show the 
following information: 


The date of making each transfer of stock. 

The name of the stock and the number of shares 
thereof. 

The serial number of each surrendered certificate. 

The serial number of the certificate issued in ex- 
change therefor. 

The number of shares represented by said certificate. 

The name of the party to whom said certificate was 
issued. 

The number and face value of the stamps affixed 
as required by the statute. 


RUNES Ol ee a 


This information can be shown in a stock transfer book ruled 
in Illustration No. 100. 


NAME OF COMPANY 


| Serial N : | No. and Face Value of 
Date panels Horof | By Whoma|i-ho Whom Sern MO No.of Stl Stamps 
Certificate | Shares | Surrendered | Issued Ce NeW | Shares | | 
|| : Jertificate |“ “| 2¢ | 4c | $1 | Ete. | Val. 
| 1 


| 
i 5 Sh Sol eer ee i 


1925) | | | | | | | 
Oct. 1) 4588 | 100 R.Doe |L.Man| 8131 100) | | | | 
Nov.2 1312 | 20 |E.Carr|B.Reno| 8267 | 20| | | | 


Illustration No. 100, Stock Transfer Book 
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QUESTIONS FOR CLASS DISCUSSION 
eee (reer 
You own a building which the Ray Corporation wishes to 
lease for a number of years. Would you insist upon the officers 


having specific authority to execute the lease for the corporation? 
Give reasons for your answer. 


(a) In what book would the authority to perform this 
specific contract be recorded? (b) How would the contract be 
made binding upon the corporation? 


BOCar 
If you owned one share of stock in a corporation, what evidence 
would you have of this ownership? k 


Bist ee 
If the board of directors fixes the salaries of the officers, in 


what book will the secretary record the facts regarding these 
salaries? How will this be made binding on the corporation? 


—5— 

If an officer should withdraw funds in excess of his salary as 
authorized by the board of directors, would he be responsible to 
the corporation for this excess drawing? Explain. 

Ey ere 

If the president wishes to increase the salary of the treasurer, 
how would he proceed? E 

If you were organizing a corporation and asking friends to 
subscribe for stock, would you want their subscriptions in writing 
and signed by the subscribers? Why? 

a te Pee © 

What information would you desire in connection with these 
subscriptions? ; 

A subscriber refuses to pay his subscription, contending 
that he is not under contract to do so. Is his contention correct? 
Why? 

CaaS) pe 

The following transactions relating to stock of the Independent 
Distributors Corporation were performed by John A. Stewart: 

(1) March 11, subscribed for two shares of common stock 

at $100.00 a share, par value. Terms, installments of 
$50.00 each, payable April 15, May 15, June 15, and 
July 15. 


Z 
See 7. 


J J 


oc 
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(2) Paid the four installments on their due dates. 

(3) July 15, received Certificate No. 239 for two shares of 

common stock. 

(4) October 4, sold C. B. Hardy one share of this stock for 

$100.00 cash. 

(5) January 15, the board of directors of the Independent 

Distributors Corporation declared a cash dividend of 
6% on common stock, payable March 10. 

(a) What books of the corporation would each of these trans- 
actions affect? (b) Explain the method of entering these trans- 
actions in the corporate records. 

Jory | 

If you owned ten shares of stock in a corporation, would you 
have ten certificates each for one share, or one certificate for 
ten shares? ; 

aon oe 


You purchase a share of stock in the Baird Corporation from 
Frank B. King, another stockholder. Would you notify the cor- 
poration of this purchase? Why? 


Sas 
What authority would the officers of the corporation have 
for making this transfer? 
ca. fee 


How does the officer of the corporation know that the signa- 
ture of Frank B. King authorizing the transfer of one share of 
stock to you is correct? 

a ee 


What disposition is made of a canceled certificate of stock? 
State two reasons for this disposition of the certificate. 


ete 
What is the purpose of (a) the subscribers’ ledger, and (b) the 
stockholders’ ledger? 
S| ee 


The Capital Stock account shows that 10,000 shares of stock 
are outstanding. Explain how you would prove the correctness 
of this amount. . 

S31 Qe =. 


When a corporation buys its own stock from a stockholder 
to whom it has been issued, the Treasury Stock account is debited. 
The corporation will receive the certificate from the stockholder 
and file the certificate in the manner you described in answering 
Question 15. What evidence does the corporation have of this 
asset other than the record in the Treasury Stock account? 


Lies 
What is the difference between treasury stock and unissued 


stock? What effect does each have on the proprietorship of the 
corporation? 
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LABORATORY MATERIAL 


Exercise No. 181 


W. L. Jacobs is president and R. D. Browning, secretary of 
the Signal Radio Corporation. At a meeting of the Board of 
Directors on January 5, the following business was transacted: 


1. C. A. Church was authorized to investigate the price 
asked by a competitor for his patent, with authority to take a 
sixty-day option for purchase at a price not to exceed $10,000.00. 
$500.00 was appropriated for the expense of this investigation. 


2. A. L. Davis, attorney, was authorized to secure a lease on 
the building at 1742 North Main Street for a period of ten years 
at an annual rental of $6,000.00. W. L. Jacobs was authorized 
to sign for the corporation. 

3. <A quarterly dividend of 2% on the common stock was 
declared and ordered paid within 30 days. 


INSTRUCTIONS: Prepare the minute book record of the foregoing 
proceedings. You may assume that there are ten members of the Board of 
Directors and a sufficient number was present to constitute a quorum, and 
that the president was present and chairman of the meeting. If you know 
some one who is secretary of a corporation, consult him for details of the 
openings and closings of a meeting of a Board of Directors. 


Exercise No. 182 


June 15, twelve persons subscribed for the following stock of 
The Gift Shop, a corporation just organized: M. D. Anstead, 
100 shares; E. V. Fagaly, 50 shares; C. A. Gulden, 25 shares; 
L. D. Stallman, 25 shares; C. E. Evers, 20 shares; G. M. Van 
Horn, 20 shares; C. K. Ernst, 20 shares; M. M. Berning, 20 
shares; R. M. Fisher, 15 shares; E. A. Grant, 15 shares; I. M. 
Wihler, 10 shares; P. M. Davis, 5 shares. The authorized 
capital stock is $50,000.00 divided into 500 shares, par value 
$100.00 each. The first four subscribers paid cash and their stock 
has been issued. The next four paid one-half cash and agreed to 
pay the other half in 30 days. The next four paid one-fourth 
cash and agreed to pay the remainder in 30, 60, and 90 days. 


INSTRUCTIONS: 1. Prepare the subscription list using local 
addresses. : 
2. Make in journal form the entries necessary to record the authorized 


stock and the subscriptions. 

3. Give information that would be contained on each of the four stubs 
from which the four certificates were issued. : 

4. Post the opening entries, allowing eleven lines for each account. 

5. Open accounts in the proper ledger for the stock issued and sold 
on the installment plan. Allow four lines for each account; use regular 
ledger paper. 

6. Prepare a Trial Balance from the ledger and a schedule from the 
subscribers’ ledger showing that the balances in it correspond with the 
balance of the controlling account. | ; : 

Retain your solution to this exercise for use in the next exercise. 
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Exercise No. 183 


The Gift Shop completed the following transactions: 


July 1, received check from G. C. Powers for $500.00 in pay- 
ment for 5 shares of stock at par. 


July 15, received checks to apply on purchase of stock sub- 
scribed for June 15 as follows: C. E. Evers, $1,000.00; G. M. 
Van Horn, $1,000.00; C. K. Ernst, $1,000.00; M. M. Berning, 
$1,000.00; R. M. Fisher, $875.00; E. A. Grant, $375.00; I. M. 
Wihler, $250.00; P. M. Davis, $125.00. 

August 3, received check from L. D. Stallman for $500.00. to 
pay for one-half the par value of 10 shares of stock for which he 
subscribed today at par to be paid for within 60 days. 


August 15, received checks from R. M. Fisher, $375.00; 
BE. A. Grant, $375.00; I. M. Wihler, $250.00; and P. M. Davis, 
$125.00 in part payment for stock subscribed on June 15 as per 
contract. 


September 11, received check for $500.00 from A. L. Dosett 
in payment for 5 shares of stock purchased today, and check 
from C. C. Crawford for $750.00 in payment for one-half the par 
value of 15 shares of stock for which he subscribed today. The 
balance is to be paid within 60 days. 


September 15, received checks from R. M. Fisher, $375.00; 
E. A. Grant, $375.00; and I. M. Wihler, $250.00. 


INSTRUCTIONS: 1. Make entries in journal form to record the 
foregoing transactions. 

2. Post to the general ledger accounts used in the preceding exercise. 

38. Make the required entries in the two subsidiary ledgers using the 
same accounts as in the preceding exercise, opening new accounts when 
necessary. 

4. Take a Trial Balance from the general ledger accounts. 

5. Prepare schedules from the subscribers’ and stockholders’ ledgers 
and prove each with the controlling account in the general ledger. 


Exercise No. 184 


The First National Bank is transfer agent for the Union Gas 
Company. October 17 the following transfers of stock were 
made: Certificate No. 1765 for 5 shares was transferred by 
C. C. Duggan to W. O. Crosswhite and certificate No. 9981 was 
issued; certificate No. 2742 for 12 shares was transferred by 
A. J. Martin to C. C. Moore and certificate No. 9982 was issued; 
certificate No. 1527 for 25 shares was transferred by B. A. Larson 
to C. J. Watson and certificate No. 9988 issued; certificate 
No. 8781 for 1 share was transferred by O. B. Watts to M. J. 
Allen and certificate No. 9984 issued; certificate No. 8721 for 
50 shares was transferred by A. L. Dodson to G. H. Stevenson 
and certificate No. 9985 issued. 


INSTRUCTIONS: Rule a transfer book similar to that in Illustration 
No. 100, and record the foregoing transactions in it. 


p CHAPTER XLIV 
THE BALANCE SHEET 


Content and Form of Balance Sheet 


All Balance Sheets are alike in that they show three essential 
items of information: total assets, total liabilities and total pro- 
prietorship. They are not alike with reference to the number 
and nature of the items of which the assets, liabilities and pro- 
prietorship are composed. The assets and liabilities are affected 
to a considerable degree by the nature of the operations per- 
formed. The proprietorship is affected by the legal form of 
organization. 

The customary form of the Balance Sheet which we have 
studied in previous chapters can be made more useful if it is 
designed to provide comparative data and is supplemented by 
statements which provide an analysis of the major items. 


It is the purpose of this chapter to consider (a) some of the 
items of information which may appear on a Balance Sheet of 
a manufacturing firm operated as a corporation which are not 
ordinarily found on the Balance Sheet of a mercantile company 
having the non-corporate form, and (b) some of the adaptations 
which may be made in the orthodox form of the Balance Sheet. 


Inventories 

The activities of a manufacturing business consist in the 
purchasing of materials, the performance of operations on these 
materials which result in a change in their form and utility, and 
the sale of the manufactured product. Usually there are three 
kinds of goods or materials on hand: first, materials on which 
manufacturing operations have not yet begun, known as materials 
or raw materials; second, materials in the factory on which man- 
ufacturing operations are being performed, termed goods in proc- 
ess; third, materials on which manufacturing operations have 
been completed and are now being held for sale, termed finished 
goods. On the Balance Sheet these inventories are shown as 
follows: 
| a 
| | 


| 18,259 50 | 


WEAtCrial Gaeeene Rite arto cos ei ticeeiann onl | 
Goodsuneerocess@ es hee ee | 25,215) 65! 


| INVENTORIES: 

| 

| | 

| Mimisned Goods wuts, ld: Mia oe ae | 19,482|85]| 62,958 
| TT cel 
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All of these inventories are customarily valued on the same 
basis, cost or cost to replace, whichever is the lower. 


Fixed Assets 

Every business has need for some fixed assets. The amount 
and kind varies with the size of the business and the nature of 
its operations. The small retail store may possess only the fur- 
niture and fixtures used in the store. In many cases the build- 
ing in which the business is conducted is not owned by the pro- 
prietor. On the other hand, large department stores and whole- 
sale houses in many cases own the buildings in which they operate, 
and thus have the additional fixed assets of buildings and land. 

The manufacturing business may or may not own the build- 
ing in which it operates, depending to a considerable degree on 
the size of the business. In addition to the furniture and fixtures, 
building and land required by the merchant, the manufacturer 
must use machinery and equipment in the manufacture of his 
product. In some cases he obtains this equipment by renting it 
and paying for its use, but in most cases he purchases it. 

The usual practice is to value all fixed assets except land at 
cost less depreciation. Land is ordinarily not subject to depre- 
ciation so is shown at cost price. 

On the Balance Sheet fixed assets are shown as follows: 

| FIxepD ASSETS: 


ei eae 
| Office Equipment.......... 15,000.00 | | | 
Less Res. for Depreciation 1,500.00 | 18,500 | | 
Machinery and Equipment . 100,000.00 | | 
Less Res. for Depreciation 15,000.00 85,000 | 

=. | 
| 


Buildingseaeeer eet eee 80,000.00 | 

Less Res. for Depreciation 7,500.00 || 72,500 | 

| en eet | | 
Land)? 008) teeta Oe, eae | 50,000 |_|) 


| 221,000 | 


Intangible Assets 


Assets termed intangible assets may appear on the Balance 
Sheet. The intangible asset of most frequent occurrence is good- 
will. Webster’s New International Dictionary defines goodwill 
as “‘the custom of any trade or business; the favor or advantage 
in the way of custom which a business has acquired beyond the 
mere value of what it sells, whether due to the personality of 
those conducting it, the nature of its location, its reputation for 
skill, promptitude, etc., or any other circumstance incidental to 
the business and tending to make it permanent.’”’ More briefly 
it is defined by the Treasury Department of the United States 
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as follows: “Goodwill represents the value attached to_a business 
over and above the value of the physical property.” Goodwill 
arises as a result of a business winning the favor of its customers 
with the consequent probability that they will return to trade in 
the future. It is the value attached to the “business” which a 
firm has established. 


Although goodwill is intangible and its amount is difficult to 
ascertain, it is nevertheless an asset of value, and a company 
which has established goodwill has the right to receive a com- 
pensation for it if the business is sold. For example, if a well- 
known and prosperous firm sells its entire business to another and 
retires from the field, leaving the new owners without competi- 
tion from the old, it is only just that the selling company should 
receive some compensation for the reputation it has established. 
The members of the selling company have “‘earned”’ the “‘good 
will” of their patrons, and, since a large portion of the trade 
already established will accrue to the purchasing company, a 
price may be placed upon this, and this amount may properly 
be entered on the books of the new company as an asset. 


Goodwill should be entered on the records only when it has 
been purchased. Until goodwill is purchased, it has no estab- 
lished value and should not be shown in the records or on the 
reports. Goodwill frequently arises in the case of the purchase of 
a partnership by a corporation at a price which is more than the 
net worth of the partnership. 


Goodwill is shown on the Balance Sheet as follows: 


| INTANGIBLE ASSETS: | 
HG Codi Mee sn onan ck Sie phd yor | 


| 


Goodwill is shown originally at cost price. If the company 
desires to reduce its amount, this can be done by charging Profit 
and Loss and crediting Goodwill for the amount to be written off 


each year. 


Long-term or Fixed Liabilities 
The long-time liabilities most frequently found on the Balance 
Sheet are: 
(1) Mortgages Payable. 
(2) Bonds Payable. 


The most simple form of long-time borrowing is the ordinary 
mortgage or ‘deed of trust.” A mortgage transfers the title of 
specific property from the mortgagor to the mortgagee with the 
provision that the title will be reinvested in the mortgagor if the 
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note which accompanies the mortgage is paid at the specified 
time. Mortgages may be classified as ‘“‘real estate mortgages’ 
and “‘chattel mortgages.” The former conveys the title to real 
estate as security for the debt evidenced by the accompanying 
note, while the latter conveys the title to personal property for 
the same purpose. In the latter case, the mortgage is usually for 
a relatively short time and is more frequently given by an indi- 
vidual to obtain property for personal use. 


The mortgage is not used extensively by large firms as a 
means of securing money, as evidenced by its infrequent occur- 
rence on the Balance Sheets of such firms. It is used more fre- 
quently by sole proprietors, partnerships and small corporations 
as a means of securing funds with which to purchase real estate. 


A bond is a promise under seal to pay a definite sum of money 
at a stated time with an agreement to pay interest at a stipulated 
rate. Usually there is a pledge of certain properties as security 
for payment of both principal and interest, but bonds may be 
issued without being accompanied by a mortgage or being secured 
by a particular piece of property. 

A corporation may borrow money by issuing either bonds or 
notes. If it desires to borrow only a small amount or for a short 
time, notes are usually used; but if the amount to be borrowed 
is large, or is for a long period of time, bonds are issued. The 
difference between a note and a bond of a corporation is often 
not very great, but the bond is usually more formal in phraseology 
and is executed under seal. Notes and mortgages are executed 
singly, as agreements, ordinarily between two parties, while bonds 
are issued in large numbers and are offered to the genera! public. 
Although the sole proprietor and the partnership may legally 
issue bonds, they seldom do so, for the investing public does not 
care to invest in a business which may be terminated at any time. 


Showing of Proprietorship of Corporation on Balance Sheet 


Proprietorship in the corporate form is divisible into two 
items: capital stock and surplus. It is possible that capital 
stock alone may constitute proprietorship if (a) the company is 
just organized and no earnings have been made, or (b) if the 
earnings have all been consumed by losses or dividends. 


Sometimes additional items are listed under proprietorship on 
the Balance sheet of a corporation, but on analysis it will be found 
that they are a part of either capital stock or surplus. If both 
common stock and preferred stock are issued, the amount of each 
should be shown on the Balance Sheet. 


If a corporation has incurred losses in excess of its accumu- 
lated surplus, the amount of this excess, which is termed a deficit, 
should be shown as a subtraction from the capital stock. 
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Illustration of the Method of Showing Proprietorship in a Corporation 


The simplest method of showing the proprietorship on the 
Balance Sheet of a corporation is under two headings as follows: 


CanitaleS tock marie tame es wae nen FS EY. | 200,000 
SHUT SU LUNY Se, (ara ces or ee 51,225) 50 
IRLOORLETOLSI pa eee mann tem, ent te eee ne | | 251,225) 50 


This indicates (1) that all the authorized capital stock of the 
corporation has been issued and is outstanding, and (2) that 
since the issuance of the capital stock, the present worth of the 
corporation through its earnings has inereased $51,225.50. 


If a part of the capital stock has not been issued, the pro- 
prietorship of the corporation should be shown as follows: 


| 
Capital Stock Authorized................ 200,000; | | 
esshWmissucd: Stocker a: shoe eit eean 50,000 | | 
Capital’ Stock Outstanding? 4. .4..5. 4... 150,000 | | 
OUTDO US eeeeneiee Uc het st Atlee tints Sealer oyeie sansa 51,225 50 | | 
ETOP Metore lyn. 13x ccacts ga 55 Most cain kss | BozzD BD 


This shows (1) that $50,000.00 of the capital stock authorized 
has not yet been issued, and (2) that proprietorship of the com- 
pany has been increased $51,225.50 through earnings. 


In case the total capital stock has been issued, but some part 
of it has been donated back to the company or purchased by the 
company, the proprietorship of the corporation should be shown 
as follows: 


| | | | 
CRIA es = ne 200,000, | | 
sees UT COAST LOCK gsi cahoutl age 8 = 2 ea.ne 20,000} || | 
| Capital Stock Outstanding............... | 180,000; | | 
STE DUIS ee ee TAME toh Sloe: shia ce || 51,225 |50 | 
\sanperertoott ai} 
PEOPTiCtOLS hl Dyes6 cn hls pec 88 ew kode | || 281,225)50 
I| 


This shows (1) that $20,000.00 of the capital stock which has 
been issued has been returned to the company and is being held 
in the treasury, and (2) that the proprietorship of the company 
has been increased $51,225.50 by earnings. 


If desired, the surplus of the corporation may be divided so 
as to show the amount earned in previous years and the amount 
earned during the current year. In this case, the proprietorship 
of the corporation should be as shown on page 670. 
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i CapitaliSto closes iereine hae eee ee 200,000 
Surplus: | | 
Previous: SunpIUS] 2 eee 35,529 65, eee t| 
Harings forelO2 ease: __ 15,695.85) bem 
Total Surplus..............+..-++++|[ 51,225] 60] | 
———— | 
Broprictorship ees tenn a en ree | | | 251,225 | 50 
! | 


If both preferred stock and common stock are issued by the 
corporation, it is necessary to show the amount of each as a 
separate item as follows: 


i 
Common Stoke leek ae ee | 100,000, | | 
|\7% Cumulative Preferred Stock.......... 100,000; |, 
| i 
Total Capital Stock Outstanding......... 200,000) || 
Surplus tee). eg sees ani et ee ee ce oe oe 51,225 50) 
| i | 
Proprietors pase reser eee | | 251,225 50 


If the corporation has incurred a deficit, this should be shown 
as follows: 


1 | | 
Gapitaletock wisi ck .aepen ee ee | 200,000, 
DEAR ct. ee eee || 25,550) 75| 


igang’ Tcl 
| || 174,449] 25 
| Kua | 


| 
| 
| | 


Illustration of Balance Sheet 


A Balance Sheet containing the asset, liability and proprietor- 
ship items discussed in this chapter is shown in Illustration No. 
101. 


Comparative Balance Sheet 


The’ Balance Sheet is a picture of the financial condition of a 
business at a specific time. If pictures of the financial condition 
at two or more times may be had so a comparison can be made, 
changes can usually be seen which indicate tendencies. For 
example, if a Balance Sheet of a business at the beginning of the 
year can be compared with a Balance Sheet of the same business 
at the end of the year, the changes which have taken place in its 
assets, liabilities and proprietorship can be seen and often these 
changes indicate whether the business is becoming more pros- 
perous or less so. Business men have found that such compari- 
sons are quite valuable. 


To facilitate the making of such comparisons, the accountant 
prepares a formal report known as a comparative Balance Sheet. 
A simple form of a comparative Balance Sheet is shown in Illus- 
tration No. 102. 
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THE KEYSTONE MANUFACTURING CO. 
eee ee __BALANCE an) _ DECEMBER 3i, 1926 
Assets | 
CURRENT ASSETS: i 
Cashier sorts dee or GeO EEA Oe 7,950 10 | 
INO tespecelVablen tia hy., jes, chactent ae 2,250) 12.11 
Accounts Receivable............ 25,496.15 | | 
Less Reserve for Bad Debts... 1,274.81) 24,221 34 | 
Inventories: | pie 
Motenalstinaca serenely, 18,259 50 | i 
Goods$\in’ Process..«....-...:.- 25,215.65 || i 
Finished Goods....... 0.1... 19,482.85 62,958 | 
LOTATECURRENTOASSETS 1554. hann es | | || 97,379) 56 
FIxED ASSETS: | | | 
Ofiicesii quipmentes ss). nee 15,000.00 | | | 
Less Reserve for Depreciation 1,500.00, 18,500) | 
Machinery and Equipment...... 100,000.00 | P| | 
Less Reserve for Depreciation . __ 15,000.00 85,000. | | 
IB tl dine Siaroet teh pan) een ee! 80,000.00 | | 
Less Reserve for Depreciation . | 72,500 | 
Man DE pega ereet seen eee oie Ai nba heen. | 50,000 I 
ANOHEATA IMpaay INSSTSVISE LG oa bla doo potas 1 || 221,000, 
INTANGIBLE ASSETS: | | 
(ORCI Git See A RO ar ge nara | | 50,000 
DEFERRED CHARGES TO EXPENSE: | Wael 
Witexppinedelns iran Cees fate shy seyea et © ie 1,798) 76 | 
BrepaideANdvertising. +25. 46 Anco. aaeeue 4: | 1,432) 95 | 
Syor ayo es) Cha laley el oan pees Ae Gene o Geerane Oe 849 98 
TOTAL DEFERRED CHARGES........... | ||___ 4,081 169 
ANOSYATE, JABSIOHRS 5 reat exmnransiow wa teen use ierepiiacrabaa eae Ale eee || 372,461} 25 
Liabilities and Proprietorship 
CURRENT LIABILITIES: | | 
INOtESaP AV a DLEMpeI tre tee ee etn Le es ak Ue aha lore | 5,125 50 | 
ACCOUNT SE Aya DCR unr E Et tae a pues | atta | 14,875) 50 || 
Necerueds interest. On, BOndsi,,. 5... sees ote | 8,999 | 
FCCEUGC pr aV.LOl eae meee Rie. tem of atte fel tncut, sey |___ 2,235] 75 | 
. TOTAL CURRENT LIABILITIES.......... | SLABS 75 
FIXED LIABILITIES: 
Miorteacerayiablememmn te ster sree circ wiecat ' 40,000 | 
HB ONASE AV ADICh cement ns tena Bra nha ag a | 100,000) | 
NOTA SEDs TABLE UDIESanesatit ec cess =) || | 140,000) __ 
RODE EVAR TERT IE Sh epee ciate i | } 171,235, 5 
PROPRIETORSHIP: | 
Capital Stock Authorized....... 200,000 .00 | | || 
Capital Stock Unissued......... 50,000.00. er) | 
Ganitalistock Outstanding sce sta el | 150,000 | | 
Curb istme eINT E eal. | 51,225 25 50 | | 
> MOPAR OPRIETORSHIP er. ae a 2 oem ett | |__201,225 | 50 
TOTAL LIABILITIES AND PROPRIETORSHIP...... LL = J ___||_ 372,461125 


Illustration No. 101, Balance Sheet 
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There are no very striking changes shown by the comparative 
Balance Sheet of James Canning, and, in fact, striking changes 
in the assets, liabilities and proprietorship are not to be expected 
in the case of a normal business. The fact that appears most 
prominently on the comparative Balance Sheet of Canning is 
that the proprietorship or net investment has increased from 
$16,990.00 to $18,737.00. This indicates that a profit of $1,747.00 
has been made during the year. This is on the assumption, of 
course, that no additional investment has been made during the 
year and that there have been no withdrawals of capital. The 
profits of $1,747.00, represent a return of approximately ten per 
cent on the average investment of the year, which is normally a 
fair return on capital. 


All the current assets except cash have increased somewhat 
during the year. These increases seem to be only such as would 
be expected in a growing business. The increased inventory prob- 
ably indicates an increase in volume of sales, which necessitates 
a larger stock on hand. This should be verified by a comparison 
of the sales of the year with the sales of the previous year. If the 
sales have not increased, but the inventory has, it may indicate 
an accumulation of unsalable goods, or that large and probably 
unwise purchases may have been made. 


An examination of the fixed assets indicates that a normal 
amount of depreciation has been charged off. The increase in 
the value of the delivery equipment may have been caused by 
an increase in sales. This can be verified by a comparison of the 
sales of the present year with those of the past year. 


An examination of the liabilities shows that the bank loan 
has been paid and that this has been accomplished without any 
undue increase in the accounts payable or notes due to trade 
creditors. The ratio of current assets to current liabilities is over 
three to one, which is satisfactory. This ratio has also improved 
during the year, since it was approximately two and one-half to 
one at the beginning of the year. 


Lastly, the proprietorship or net worth is exceedingly large in 
proportion to the assets, which indicates that the owner has 
sufficient capital with which to conduct his business without 
relying to any great extent on creditors to furnish capital. It 
also indicates that the business is capable of considerable expan- 
sion without being ‘“‘cramped”’ for capital. 


The general conclusion that would be drawn from such an 
examination is that the business has been increasing in volume and 
on a favorable basis. The latter is borne out by the change in 
proprietorship. The former is indicated by the comparative 
Balance Sheet, but can be determined more clearly from a com- 
parative Statement of Profit and Loss such as is illustrated and 
discussed in the following chapter. 
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JAMES CANNING 
COMPARATIVE BALANCE SHEET, DECEMBER 31, 192 


Assets 1919 


__ ist a 1920 
CURRENT AssETS— | ie foam al ea 
Cash Desa hale eels Ves ins | | 1,800) || 1,500 
Notes Receivable............ oneiiinp lO) 100 
Accounts Receivable......... 2,350 2,900 
Less: Reserve for Bad Debts 50 | 2,300 | 68 2,832 
Merchandise Inventory....... | | || 3,500] | 4,050 
TOTAL CURRENT ASSETS... cool | 8,482, 
FIxED ASSETS— I | 
Delivery Equipment......... 1,650 2,950 | 
Less: Res. for Depreciation. || 330/ || 1,320 590 | 2,360 
Store Equipment. ........... G25 725 
Less: Res. for Depreciation. 36 |25 688 |75 72)| 50 652 | 50 
Office Hquipment... 2.00.4. 275 PME 
Less: Res. for Depreciation. 13/75 261 |25 27| 50 247 | 50 
Isioulehhaye 2 CR ore ee eee 6,000 6,000 
Less: Res. for Depreciation. 180 5,820 360 5,640 
GAT Rae tetera tise neat tke 4,000 4,000 
MORATMETEXE DCA SSHTSse ae ee | 12,090 /12,900 | 
| (Serra 
NOTA PA SSETS ty, ra I | 19,840 | 21,382 
Liabilities and Proprietorship 
CURRENT LIABILITIES— | | 
WiacessAccrued= sis ..15 eee 0: E50 65 
Notes Payable—Bank........ 11,000} || | i 
Notes Pay.—Trade Creditors. || 200 | 700 
Accounts Payable............ 1,600 | 1,880 
TOTAL CURRENT LIAB..... | 2,850) | 2,645 
PROPRIETORSHIP— ! 
James Canning—Net Worth. . 16,990 | 18,737 
aoa 
TOTAL LIAB. AND PROP... . :19,840} || 21,882 
i i TT ] 1 ] 7 1 


Illustration No. 102, Comparative Balance Shee 


Exhibits 

An exhibit, from an accounting point of view, is a summarized 
statement of material facts with reference to the financial con- 
dition of a business. The accountant usually prepares three 
exhibits at the end of each fiscal period. 


1. The Balance Sheet, which is usually designated as 
Exhibit A. 
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2. The Statement of Profit and Loss, which is usually 
designated as Exhibit B. 


83. An Analysis of the Surplus Account, which is usually 
designated as Exhibit C. 


If other exhibits are prepared they are designated alpha- 
betically. 


The tendency at the present time is to make these exhibits 
brief and condensed so that a bird’s-eye view of the financial 
condition of a business can be obtained from them. The indi- 
vidual items which compose the totals shown on the exhibits are 
provided by means of supplementary statements which accom- 
pany the exhibits as explained in the following paragraph. 


Schedules 


A schedule is a detailed list showing the items which compose 
a total shown on an accounting report. Schedules are usually 
prepared in connection with the Balance Sheet. They are usually 
numbered consecutively. Schedules may be used to provide 
detailed information with reference to the cash balance, the 
notes receivable and payable, the accounts receivable and pay- 
able, or any other item on the Balance Sheet the composition 
of which is deemed to be of importance. It is customary to 
indicate on the Balance Sheet that a schedule accompanies the 
Balance Sheet by placing the number of the schedule immediately 
after the item to which it pertains. For example, the John Brown 
Company may have a cash balance of $4,240.00 at the time its 
Balance Sheet is prepared. This amount may be represented 
by deposits in two banks, by a petty cash fund, and by a cash 
balance in the hands of a branch office. On the Balance Sheet 
the cash balance will be shown as follows: 


Gashu(SchedulesNiow)) ane n eee | 4240 | 
| 
Schedule No. 1, which will be attached to the Balance Sheet, 
will appear as follows: 


SCHEDULE No. 1 
THE CASH BALANCE 


i 
Mercantile rust. Company. eee 1,860] | 
ese NERO MEN Wey ceo nb ocoaens: | 1,682 |40)| 
Petty; Cash. Hin cece ae eee 100| | 
Sts Wouis Branch Oficesass sees 597 |60 | 


Potalh..t2's anak ash UN ane i - eagl Ba odor 


_ Other schedules showing detailed information concerning other 
items on the Balance Sheet would be shown in the same manner. 
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QUESTIONS FOR CLASS DISCUSSION 


at tees 

(a) In what respect are all Balance Sheets the same? (b) 

In what respect may a Balance Sheet for a corporation differ 
from one for a partnership or sole proprietorship? 


Fi yaa 

(a) State some of the differences between the nature of the 

transactions performed by a mercantile and a manufacturing 

business. (b) How will these differences affect the information 
shown on the Balance Sheet? 


meee eae 

The firm of Meyer & Haskins is a partnership dealing in auto- 
mobile supplies. Later they incorporate as The Meyer-Haskins 
Supply Company, but carry on the same operations. What 


differences would there be between the Balance Sheet of Meyer 
& Haskins and that of The Meyer-Haskins Supply Company? 
LEY, Wen 

A few years after incorporating, the company decides to 
manufacture certain supplies which it has formerly been pur- 
chasing, and purchases the necessary buildings and equipment for 
this purpose. Compare the Balance Sheet of The Meyer-Haskins 
Supply Company at time of the company’s organization with 
its Balance Sheet after it commences manufacturing operations. 


Fil grab 

“The corporation performs certain transactions which the 

sole proprietorship and partnership do not.”’ To what kind of 
transactions does this statement refer? 


Bey oe 

D. L. Burkhart operates a retail clothing business. He sells 

the business to a corporation formed to continue its operation. 

At the time of the sale his net proprietorship is $32,500.00. He 

receives in payment for this $10,000.00 cash and 300 shares of 

stock at a par value of $100.00 per share. How would this 
transaction be recorded on the books of the corporation? 


sok dee 
Explain the nature of the goodwill involved in the preceding 
question. : 


Should this amount of goodwill remain on the books of the 
corporation indefinitely or should it be written off? Explain in 
detail and state how it could be written off. 


676 BOOKKEEPING AND ACCOUNTING (Ch. 44 


Seta s 
Name some other intangible asset and give a practical illus- 
tration of application. aC 


What is the difference between a bond and a note? Explain 

in detail and illustrate the use of each. 
ees be 

A corporation is organized with $900,000.00 capital stock. 
Two years later, when its assets amount to $2,315,416.82, and its 
liabilities amount to $1,415,416.82, the proprietorship remains 
at $900,000.00, which represents the original capital stock. How 
can you account for this lack of change in the proprietorship? 


eh oe 
It is reported to you that a certain large steel company has 


increased its proprietorship $1,250,000.00. Mention some of the 
possible ways in which this increase may have been secured. 


bs Gee 

Statistics show that the greater number of corporations are 
engaged in the business of manufacturing and merchandising, 
and the smaller number in professional work, such as accounting 
and law. What is there about these different kinds of businesses 
that makes the corporate form so important in some fields and 
very much less so in others? 

aera Pee 

Two school supply stores in the same district carry about the 
same grade of materials at about the same price. The success of 
the two stores, however, is not the same. The owner of Store A, 
which receives seventy-five per cent of the trade of the whole 
district, believes in being pleasant and cordial to the school 
children, who are his principal customers. The owner of Store B 
never shows any interest in them nor makes any effort to please 
them. What value of business management has Dealer B over- 
- looked? How will Dealer A be able to prove to Dealer B the 
value of this policy of service and the reason for his holding 
seventy-five per cent of the trade? 


eee es 
In what way can a large corporation whose chief executives 


can not have any personal contact with their customers establish 
goodwill? 
an (oe 


_ Compare the nature of the inventories for a business engaged 
in retail selling and for a business engaged in manufacturing, and 
show the importance of this distinction with reference to the 
construction of the Balance Sheet. 


Ay CHAPTER XLV 
THE STATEMENT OF PROFIT AND LOSS 


Relationship of Statement of Profit and Loss to Balance Sheet 


Business activities are carried on primarily for the purpose 
of increasing the capital employed in the conduct of the business. 
It is for this reason that capital is invested in the carrying on of 
industry and trade. In the individual firm, the increase of capital 
which results from the operations of the business is shown by an 
increase in proprietorship. To ascertain the success of the activ- 
ities of any specific business, it is necessary (a) to know the in- 
crease in the proprietorship which has resulted from the opera- 
tions of the business, and (b) to have a summary of the income- 
producing efforts which have resulted in the increase. The 
Balance Sheet shows at any particular time the assets, the lia- 
bilities and the resulting net worth, but it does not show how 
the business progressed during any given period or why the 
proprietorship increased. This information must be obtained by 
another report which provides a summary of the expenses and 
income. 

Two groups of forces or agencies are found in every business: 
those that tend toward producing an income or profit, and those 
that tend toward diminishing the income. The Statement of 
Profit and Loss is a chronicle of the interaction of these two 
forces, and is consequently of prime importance to the executive 
of a business on whose contro! the progress of the enterprise so 
largely depends. The Balance Sheet shows the condition of 
affairs after certain changes have been brought about; the Profit 
and Loss Statement shows the causes of these changes. Each 
is complementary to the other, and when they are read together, 
it is possible to tell the history of the business activities for the 
period concerned. 


Form of Statement of Profit and Loss for Corporation 
The form of the Statement of Profit and Loss does not differ 
essentially whether made for a sole proprietorship, a partnership 
or a corporation. The main facts which should always be shown 
on the Statement of Profit and Loss are: 
(1) The source of the income (sales of commodities or 
services). : 
(2) The cost of securing that commodity or service, 
whether by purchase or production. 
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(3) The operating expenses of the business. 
(4) The income received from miscellaneous sources. 
(5) The deductions from income. 


The Statement of Profit and Loss may contain a sixth divi- 
sion which will show the disposition of the net income. In the 
sole proprietorship and in the partnership, the net profit is either 
withdrawn or credited direct to the owners. In the corporation, 
the disposal of the net profit is not so simple a matter. It may 
be distributed as dividends, carried to the Surplus account, set 
aside for some specific purpose, or such other disposition made of 
it as the directors, acting in accordance with the charter and the 
by-laws, may deem desirable. One who is interested in the 
earnings of the business will usually be interested in the disposi- 
tion of these earnings, so that it is desirable to show this dis- 
position on the Statement of Profit and Loss. Sometimes the 
disposition to be made of the earnings has not been decided at 
the time the Statement of Profit and Loss is made, in which case 
it is impossible to add the final section. 


The principal items of information shown by the Statement 
of Profit and Loss are shown by the following skeleton outline: 


Section 1. Gross Income from Sales. 
Less: Returns and Allowances. 
Net Income from Sales. 


Section 2. Cost of Goods or Services Sold. 
Gross Profit on Sales. 
Section 8. Operating Expenses. 
Net Profit on Sales. 
Section 4. Other Income. 
Gross Income. 
Section 5. Deductions from Income. 
Net Income for Period. 
Section 6. Appropriation of Income. 
Net Amount Carried to Surplus. 
Stated in the form of equations, the Statement of Profit and 
Loss may be represented by the following: 
Net Sales —Cost of Goods Sold = Gross Profit on Sales. 


- nee Profit on Sales—Operating Expenses =Net Profit on 
ales. 
Net Profit on Sales-+-Other Income = Gross Income. 


Gross Income — Deductions from Income=Net Income for 
Period. 


_ Net Income—Appropriations of Income=Net Amount Car- 
ried to Surplus. 
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Statement of Profit and Loss for Different Types of Industries 


The outline on page 678 can be used as the basis for the State- 
ment of Profit and Loss for any business regardless of the nature 
of its operations. Although the general form will be the same, 
the individual items which make up the different sections will 
vary in different businesses. 

The Statement of Profit and Loss affords a summary of the 
expense and income operations of the business, and these opera- 
tions vary to a considerable degree. Thus, the principal source 
of income for a mercantile store is sales; of a bank, the interest 
which it receives on loans; of a firm of lawyers, the fees received 
for services; of a commission house, the commissions received on 
sales. The first section of the Statement of Profit and Loss of 
each of these firms will vary accordingly. In the same manner, 
the operations of the business vary, and these variations affect 
the individual items in the other sections of the Statement of 
Profit and Loss. 

In previous chapters the Statement of Profit and Loss for a 
mercantile firm has been discussed. In the present chapter the 
Statement of Profit and Loss for a manufacturing firm will be 
discussed and illustrated. 


Statement of Profit and Loss for Manufacturing Business 


The chief feature which distinguishes the Statement of Profit 
and Loss of a manufacturing business from that of a mercantile 
business is the section showing ‘‘Cost of Goods Sold.” Ina 
mercantile business, goods are purchased, placed on the shelves 
and sold without any operations being performed on them. In 
a manufacturing business, the materials purchased are subjected 
to the operations of the factory, which transform them into the 
finished product offered for sale. 

In the manufacturing process, it is necessary to employ labor 
and to incur expenses. Consequently, the cost of the finished 
product consists of the cost of the materials used plus the cost of 
the labor employed plus the expenses incurred in its manufacture. 
The calculation of the cost of the goods sold is complicated by 
the fact that: at the end of each fiscal period there are materials 
on hand which have not been used, jobs in the factory which are 
not completed, and finished goods which have not been sold. In 
ascertaining the cost of goods sold, therefore, it is necessary to 
consider three different inventories on hand at the beginning of 
the fiscal period, three different inventories on hand at the end 
of the fiscal period, the purchase of materials during the period, 
the cost of labor for the period, and the manufacturing expenses 
incurred during the period. 

The information which must be considered in ascertaining the 
cost of goods sold is shown in tabular form on page 680. 


680 BOOKKEEPING AND ACCOUNTING [Ch. 45 


Inventories at Beginning of Period: 
Raw Materials. 
Goods in Process. 
Finished Goods. 
Material Purchases. 
Labor. 
Manufacturing Expense. 
Inventories at End of Period: 
Raw Materials. 


Goods in Process. 
Finished Goods. 


To have information with reference to each of these items, 
it is necessary to have accurate records showing the cost incurred 
in connection with each part of the manufacturing process. In 
Illustration No. 103 the costs which accumulate in the course of 
manufacture are shown as they arise in the various stages. 


- Beginning 

“Inventory of 

‘Finished Goods 
Goods in Process eed eee 
JStage 


kaw Materials 
Stage 


y 
Raw Materials 
transferred 
fromy Stores 7 
| 


| 

{i} 

| 

l 


i — 
Manufactarin ¢= Expenses 


Ae 
ODssdista} 
lnverte Price 


(aa 


Raw Materials Ne Pactory 
Stok 


Brnishe Goods 


Finished Goods 
Storeroom 


Illustration No. 108, Diagram Showing Costs Which Accumulate 
in the Course of Manufacture 


Raw materials purchased for manufacturing purposes are 
placed in the storeroom until they are needed in the factory. 
The costs arising in connection with the raw materials consist of 
the original invoice price, the cost of transporting them to the 
storeroom, and the charges resulting from the storing of the 
materials before they are transferred to the factory. The raw 
materials are transferred from the storeroom to the factory as 
they are needed in the manufacturing operations. As they pass 
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on in the manufacturing process, other costs develop. These 
costs are labor and manufacturing expense. Labor is the wages 
paid employees who manufacture the products of the factory 
(usually referred to as direct labor). Manufacturing expense 
includes the salary of the superintendent and his assistants 
(usually referred to as indirect labor), repairs and depreciation 
on the buildings and equipment, heat, light, power, and others 
of similar nature. 

When the raw material has passed through the manufacturing 
process, the articles pass into the finished-goods stage. In this 
stage they correspond to the purchases of the mercantile firm. 
There is usually an inventory of finished goods at the beginning 
and at the end of the period. To ascertain the cost of goods 
sold, itis necessary to add the cost of the goods manufactured 
to the beginning inventory and subtract the ending inventory. 
It is easy to see the similarity between this method and the one 
employed in determining the cost of goods sold in a mercantile 
business where the purchases are added to the beginning inven- 
tory and the ending inventory subtracted. 

The significance of determining accurately the nature of the 
costs in Section 2 of the Statement of Profit and Loss has thus 
been illustrated. While no detailed explanation has been given 
of the various methods of computing and recording costs, the 
essential facts have been explained. The result of subtracting 
Section 2 from the net sales on the Statement is to ascertain the 
gross profit on sales. It is then necessary to show the cost of 
operating the business; this cost is ordinarily composed of at 
least two divisions, selling expenses and general expenses. When 
these are subtracted from the gross profit, the result is net profit 
on sales. The items of other income are added to the net profit 
on sales to obtain the gross income. The gross income minus 
the deductions from income gives the net income for the period. 
Finally, the net income may be left intact, or, as in Illustration 
No. 104, it may be appropriated in part for dividends and for 
other purposes. 


Illustration of Statement of Profit and Loss 


A Statement of Profit and Loss, illustrating the principles 
discussed in the preceding pages, is shown in I]lustration No. 104. 


Simplification of Statement of Profit and Loss by Use of Schedules 


From the statement shown in Illustration No. 104 it may be 
seen that numerous items of expense and income arise in con- 
nection with the operations of a manufacturing business. In a 
large manufacturing business there are many other items in 
addition to those shown in IIlustration No. 104. If all these items 
are shown on the Statement of Profit and Loss, it becomes very 
lengthy and difficult to read, and the main facts become some- 
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INDIANA AUTOMOBILE CO. 
STATEMENT OF oes AND LOSS FOR uBaR BRU ‘DECEMBER 31; 1926 


ico FROM Ge 


GrogsSalesa. : hai. Solace ase oe | 477,525 50 
Less Returns and Allowances )..7.. 054. 0.4... | 2,692 |35 | 
INDE SALES oeohata .. Xo ksgoe eek: i Re ee ee If rip Sa ea 474,833 15 


Cost oF Goops SOLD: | 
Raw Materials: | | | 
Inventory, December 31, 1925... 35,215.65 | 


Purchases) a ieee a sacey- 120,326.75 eee 
Less Ret. and Allow... 5,125.50_ I | 
Net Purchases........ 115,201 .25 | 


Freight and Cartage In 1,105.75 116,307.00 | | | 


Total Materials Available for Use 151,522.65 | 
Less Inventory December 31, 1926, 21,515.45 | } 


Cost of Materials Consumed....>-.. .. . [180,007 | 20 | 
LEH Oyo) rc rin ee eer O Ee een tae s s aee Cerny gt tts 82 151, 225 150 } 
Manufacturing Expenses: i 
Superintendence.............. 15,175 .50 | | | 
Heat, Light, and Power........ 10,376.35 | i 
HactoryaSupp lesan see nee 5,221.15) \| 
Machinery Repairs............ 2,347 .95 || | 
Sundry Factory Expenses...... 915.25 || 34,036/20 | 
Total Cost of Goods Placed in Process... ||315,268/ 90 
Goods in Process, December 31, 1925.... | | 50,3813 | 75 | 
Total Goods in Process During Period... |365,582|65 | 
Goods in Process, December 31, 1926...) 38,221 45 | 
Cost of Goods Manufactured........... (327, 361 20 
Finished Goods, Inventory Dec. 31, 1925 || 42,3845 | 20 
Goods Available for Sales.............. 869,706 | 40 | 
Finished Goods Inventory Dee. 31, 1926 | 36,910 35 | 
COSTIOPAGOODS TSOLD een ene | || 382,796) 05 
GROss PROFIT ON SALES............ I | 142, 037) 10 
OPERATING EXPENSES: | 
Selling Expenses: 
Salaries and Commissions......... PAS 15 
era vchinorh xpensesase anne sie ae 8,129.10 ! 
AGViertisin ger. atl. .ce eae 25,134.45 || 50,989 30 
General Expenses: | 
Salaries ye eres. sn dt re wea ee 10,050.75 | 
Stationery and Printing.......... 1,525 75 || | | 
Miscellaneous Expenses.......... 825.50 || 12,402; || 63,391) 30 
INEte PROFITTON SALES er, oa rg eis | | || 78,645] 80 
OTHER INCOME: | aH 
Interest on Notes Receivable................. | | _—- 896 | 25 
GROSS ENCOMEY Ot oe ee | 79,542 | 05 
DEDUCTIONS FROM INCOME: | 
interes tone Onds).: panei ee eta ane | 3,661, 
NET PROFIT FOR THE YEAR............. | | || 75,881/05 
Less Appropriation for Dividends......... | 20,000 
CARRIED; £0 (SURPLUS 6-40 eas ee fe es |_| 55,887] 05 
| ] Z ati 7 


Illustration No. 104, Statement of Profit and Loss 
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what obscured by the details. Accordingly, it is becoming a 
practice to reduce the Statement of Profit and Loss to the main 
data, and to supplement this brief statement of the condition of 
the company with schedules of the details. These detailed re- 
ports include a Schedule of Cost of Goods Sold, a Schedule of 
Operating Expenses, and possibly a Schedule of Other Income 
and Deductions. 


Schedule of Cost of Goods Sold 


Since the section showing the cost of goods sold is usually the 
largest section of the Statement of Profit and Loss, it is usually 
the first to be placed in schedule form. A schedule showing cost 
of goods sold is given in Illustration No. 105. 


INDIANA AUTOMOBILE COMPANY 
SCHEDULE No. 1—COST OF GOODS SOLD 


| 
RAW MATERIALS | | 
Inventory..December-ols 19252 seen. es ee || 85,215] 65) 
UI CHASES aaa: teers Sor. 120,826.75 | 
Less Ret. and Allow... 5,125. 50 115520125 | 
reightrands Cartage: liven ee = 1,105.75 | 116,307 | eg 
Total Cost of Materials Available for Use.. ||151,522 65) 
Less Inventory December 31, 1926........ 21,515 45), | 
Cost of Materials Consumed........... | 130,007) 20 
LOSS De eth eke = aloe Enea aa | 151,225 50 
MANUFACTURING EXPENSES tric 3 
Suiperintendence ce ak terete eon ots, aemcoogs ther aes NI akasa l7es3 50 
Hieatebiont and POWelamarerays seit cine sce 10,376 35 
ACTORS UD DIES a et ea ate aires nunenart essa re 5,221 |15|| 
Machinery Repairs...... ep is kul heath ined he 3 | 2,347 195 
Sundry Hactoryak xpenSestay-e oy yr aera ta 915 |25)| 34,036 | 20 
Total Cost of Goods Placed in Process ...... | | | 315,268 90 
Goods in Process, December 31, 1925........ | |50,813 | 75 
Total Goods in Process During Period....... ] | || 865,582) 65 
Goods in Process, December 31, 1926........ __ 88,221 |45 
\} | } 
Cost of Goods Manufactured............. | | 327,361 |20 
Finished Goods Inventory Dec. 31, 1925 .. | | |L_42,845 120. 
Goods Available tom Sales ate os } 369,706 | 40 
Finished Goods Inventory Dec. 31, 1926 .. | || 86,910/35 
| | 
Cost Ob GOODS SOLD 4... . ethno. & tien 2 | fl | 332,796 |05 
| ay parla ee BA 


Illustration No. 105, Schedule of Cost of Goods Sold 
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Other Schedules 


A Schedule of Operating Expenses may include a detailed 
tabulation of the nature of the salaries under selling expense, as 
for sales managers, salesmen and clerks, with the amount for 
each group. Under advertising expense might be given an item- 
ized account of the outlays for each kind of advertising, as local, 
media, other city newspaper, periodicals and bill posters. In 
addition to these, statements may be made of any item where 
specific and extraordinary information is needed. For example, 
the general manager and sales manager would be interested in 
data of various kinds concerning sales by departments, if the 
business were so organized; by geographical districts, if sales 
plans were based on a territorial division; or by branches, if 
more than one plant is maintained. 

In a later chapter, a discussion will be given of reports that 
might be made for the use of executives. The purpose of this 
chapter is to explain the possibilities in the correct use of the 
Statement of Profit and Loss. 


Illustration of Condensed Statement of Profit and Loss 


Illustration No. 104, when shown in condensed form, appears 
as in Illustration No. 106. 


INDIANA AUTOMOBILE COMPANY 


STATEMENT OF PROFIT AND LOSS FOR YEAR ENDING DECEMBER 31, 1926 


(Grossi Salese was ene dod Gee ee, ee oe 477,525 |50 
Less Returns and Allowances................... 2,692 |85 
INetSalessiige aoa e naa eh one er nas en eee ane 474,833 /15 
Cost of Goods Sold, Schedule No. 1............ 332,796) 05 
Gross Profit on Sales..................0-. | 142,037| 10 
Operating Expenses, Schedule No. 2 Veal 
Sellin eal Oensespepevm yer te eee ane ae 50,989 |30|| 
Generalebxpenses=@ FS 5-002. a. ce en eee eee 12,402 63,391/30 
INCtER Onion: Salesian) See ene eae | 78,645 | 80 
OthersiIncomes Schedule INO aca. tee eee | 896/25 
Grosses cone woe ee eae ee 19,542 05 
Deductions from Income, Schedule No. 4........ 3,661 
Net. Income for the Year................... | 75,881 05 
APPLOpHanonsmore Dividend Sele en | 20,000° 
CarriedgtorSulplusis Genie een 55,881|05 


Illustration No. 106, Simplified Form of Statement of Profit 
and Loss 
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*This illustration of a simplified statement, with accompanying 
schedules of detailed information, shows that while reports 
should conform to correct principles and best practice, they must 
be sufficiently flexible to meet the particular needs of the firm 
which is being served. In the case just cited, stockholders and 
prospective investors would ordinarily not care for further infor- 
mation than is supplied by the brief statement, while the board 
of directors and officers would need details provided by the 
schedules for planning future policies. The statement in its 
complex form with the accompanying schedules would probably 
be more satisfactory, since it can be read without confusion and 
with less analysis than the lengthy report. The separate schedules 
would be of special help to departmental managers. For ex- 
ample, the production manager as well as the manager of the 
stockroom would be aided by the schedule of cost of goods sold. 
The sales and advertising managers would need the schedule of 
operating expenses. In fact, by this method, the needs of all 
pee meted in the financial affairs of the corporation are 
satisfied. 


Analytical Statements 


An analytical statement usually gives a more detailed analysis 
than that provided by a schedule. Consequently, analytical 
statements are used more frequently in connection with the 
analysis of items appearing on the Statement of Profit and Loss, 
such as expense accounts. For example, if all selling expenses are 
shown under one heading on the Statement of Profit and Loss, 
an analytical statement may be made which will show of what 
the selling expenses consist. 

There is no uniformity in the use of the terms “schedule” and 
“analytical statement’. Some accountants do not make use of 
the term “analytical statement’’, and consequently they denote 
as schedules all statements supplementary to the Balance Sheet 
and the Statement of Profit and Loss. The use of these terms in 
the manner explained, however, is logical and in conformity 
with current practice. 

Analytical statements are numbered in consecutive order and 
are referred to on the Statement of Profit and Loss in the same 
manner that a schedule is referred to on the Balance Sheet. 
To illustrate: It may be assumed that the selling expenses 
of the John Brown Company for the year are $16,280.00, and 
that this item includes the amounts spent for advertising, for 
salaries of salesmen, for traveling expenses of salesmen, and 
' for miscellaneous selling expenses. On the Statement of Profit 
and Loss the selling expenses may be shown as follows: 


Selling Expenses (Analytical Statement 
AAD BU rs 5 Cocacty OPER aE OR he em rca ICCC 
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Analytical Statement No. 1, which will be attached to the 
Statement of Profit and Loss, will appear as follows: 


ANALYTICAL STATEMENT No. 1 
ANALYSIS OF SELLING EXPENSES 


Coane Fe ee Ae crea EOE pos || 3,142! 45 | 
Salariestof Salesmentnaass ee een tr creer | 7,284] 55]| 
[Expenses of Salesmen.....0....0....2+.% | 4,146) 78} 
| Miscellaneous Selling Expenses............ | 1,706] 22) 
i 
: a otal) Selling? Hixpenses sen rner ste eran ae fae aera) | 16,280) 
| hata ean o ap 


In many cases a more detailed analysis than is provided by 
the foregoing statement will be desired. 


Ch. 45] QUESTIONS FOR CLASS DISCUSSION 687 


QUESTIONS FOR CLASS DISCUSSION 


ie 

The Balance Sheet of the Blanco Company shows an increase 

in proprietorship of $258,976.00 over a period of ten months. 

Inasmuch as this fact assures anyone interested in the corpora- 

tion that it has “made money,” why should there be need for a 
Statement of Profit and Loss? 


PE Oe 
What information will be shown on the Statement of Profit 


and Loss in addition to the net income, which is the same as the 
- increase in proprietorship as shown by the Balance Sheet? 
raetnn 

Explain the following equations: (a) ‘Net Sales- Cost of 
Goods=Gross Profit on Sales,” (b) ‘Gross Profit on Sales— 
Operating Expenses = Net Profit on Sales,” (c) ‘‘Net Profit on 
Sales+ Other Income=Gross Income,” (d) “Gross Income— 
Deductions from Income=Net Income for Period,” (e) ‘Net 
Income—Appropriations of Income=Net Amount carried to 
Surplus.” Fe 


' After the net income has been carried to surplus, what ac- 
~seounts in the ledger will equal the net proprietorship (a) if all of 
“the stock has been subscribed for and sold for cash, (b) if only 
’ “three-fourths of the stock has been subscribed and sold for cash, 
(c) if all of the stock has been sold but only three-fourths of the 
par value collected, and (d) if only three-fourths of the stock 
has been sold and only one-half of the sale price collected. 


ae Tae 
State some of the facts that will be shown on a Statement of 
Profit and Loss prepared for a manufacturing business which 


would not be shown on a Statement of Profit and Loss prepared 
for a mercantile business. : 


Explain the meaning of raw material and give examples. 
See 5h D 

Explain the meaning of material in process and give examples. 
at eo 

Explain the meaning of finished goods and give examples. 
naiys gue 

Explain the meaning of manufacturing expense and give 

examples. 
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AT 
Under what conditions would labor cost be an asset? 


EF fie 
What is a schedule? Give an illustration. 


2S, me 

A well-organized accounting system includes the use of ac- 
curate records as the basis of valuing inventories. (a) Why 
should this be more desirable than making valuations from opin- 
ion and comparison with other businesses? (b) Would it make 
any difference in the inventory records if the valuations were to 
be made for a small manufacturing business producing but one 
commodity or for a large company manufacturing a variety of 
products? Explain. : 

Me ore 


Name the persons interested in a Statement of Profit and 


Loss who would want the detailed report and those who would 
prefer the summarized report with accompanying schedules. 


— 14 
“While reports should conform to correct principles and best 
practice, they must be sufficiently flexible to meet the particular 
needs of the firm which is being served.’”’ Just how does the use 
of schedules meet this requirement? 


ae ee 

During a time of small profits, people usually discuss the 
question of “reducing expenses.”’ How will a Statement of Profit 
and Loss assist them? 

= Gee 

What information on the Statement of Profit and Loss would 
be of interest to a banker contemplating a loan to the business 
concern for which the Statement of Profit and Loss is prepared? 


way hye 
Explain the meaning of the following item appearing under 


Other Income on the Statement of Profit and Loss, “Interest 
on bank balances $285.65.” 


ag BOY cnet 

(a) How would the information given in the quotation in 
the preceding question be obtained? (b) Under what conditions 
would the bank allow interest on daily deposits? (c) How is the 
interest usually calculated? (d) How is it reported to the depos- 
itor? (e) How is it recorded in the cash record? (f) How is it 
recorded on the check stub? 
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LABORATORY MATERIAL 


Exercise No. 185 


THE CRAWFORD MANUFACTURING COMPANY 
TRIAL BALANCE, DECEMBER 31, 192 


(CER I. ce bates Ree eg NOR Utena tis OE aad 47,129)/71 
INotesPReceivablecats. tl aermet nr adckocsesin a oan 54,513|50 
CCOMMUSSIVCCelVAD leu ae Meo errs eee 247,249/99 
ResenyeulombadeMebtsess ss wy 2,931195 
Baw evlatenalssdanuaryly1920.. 0.0.55. 5,537/|50 

Goods im Process, January 1,.192............ 6,527/50 
HinishedsGoods; January I 1922 02... ...... 9,935)/50 

HunaiGuTesanGs HIxtGuresema eet a 0. a, 4,400 

Reserve for Dep. of Furn. and Fix......... a 1,400 
Machinery and Equipment.................. 150,288)50 

Reserve for Dep. of Mach. and Equip......... 15,023/85 
Delivery dulpmentyeere eee he ee 17,761/50 

Reserve for Dep. of Delivery Equipment..... 1,776)15 
RAC COLYER MULTI OA greets da is esis gan seme 110,000 

Reserve for Dep. of Factory Building........ 8,000 
Administrations bull dino uss sent ate 55,000 

Reserve for Dep. of Administration Bldg..... 1,000 
HACCOL Ve Gan Geir tess Ole ead rN lence a. 125,000 

Goodwill ascertain yr Aes § Ad ok 180,000 

Bren aldeUnsuranceey tic... st cae cates okea ete 7,526|50 

IN[@USS: LAREN G) ie a PN aa eae re eee Rm eg 10,000 
AcCOUN TGR AV AULeMp ate. yeti: Cinta: veces iryae es ZA NCa(e 
BO USeEAVADIOw Meret ter tr kek Bek ee ns 100,000 
Capita SvOC kere «rte, be ee eke 400,000 
SUDLUSH aE ecco e taten f ane A eee 250,129)/75 
S AICS RMN a yet aides, 2 She. tte s ee 649,845)/86 
RunchasesssivawaWiaverialsamn ee ss teas ee 137,106|28 

IE OXON.» sc cone cS ake ee 2 re et ne ee RP 189,743\75 

Factory Expense..... {ioe Oo SRO SE 32,538)65 

Sel TEEN COSC ra tla sted: io chs arate: ao 4 2r. | 19,354/75 
Advertising...... Qi ete ete eee ees 10,000 

WD ClivenveliXPeNSGsma since ta etie ce §,117|25 

@ilCOME KCN SCw EE EET saheks tes cic thes ee meee 11,983)75 

“AME (as. 2. STare, Basel oe Beane ne eee ee ate Ok ae 20,476|65 

BmlinterestioneNotes bayablen 15-6... ce7 oss 150 
Imterestaon, bonds Payables. .-...:20tn....-. 15,000 | 
1,462,291|28 || 1,462,291/28 


Inventories, December 31, 192 : Raw Materials, $7,125.76; 
Goods in Process, $8,251.75; Finished Goods, $10,872.45. 

Accruals: Interest on Notes Receivable, $1,545.60; Interest 
on Bonds Payable, $800.00. 

Deferred Charges: Unexpired Insurance, $2,141.35. (Expired 
_‘Insurance: Raw Materials and Goods in Process, $194.65; Fin- 
ished Goods, $162.21; Furniture and Fixtures, $48.67; Ma- 
chinery and Equipment, $2,189.72; Delivery Equipment, $259.54; 
Factory Building, $1,654.46; Administration Building, $875.90.) 
Prepaid Interest on Notes Payable, $25.00. 


690 BOOKKEEPING AND ACCOUNTING [Ch. 45 


Taxes Expired: Factory Building and Land, $16, 541.63; 
Administration Building, $3,935.02. 


Depreciation: Furniture and Fixtures, 10%; Machinery and 
Equipment, 15%; Delivery Equipment, 20%; Factory Building, 
5%; Administration Building, 4%. 


Bad Debts: Reserve to be maintained at 2% of Accounts 


Receivable outstanding. 

INSTRUCTIONS: 1. Prepare a Working Sheet. Enter the closing 
inventories in the debit and credit adjustment columns on the same line 
“with the inventory accounts listed in the name of the account column. The 
reason for this will be explained in the next chapter in which the method 
of closing manufacturing accounts is discussed. 


2. Prepare a Balance Sheet. 
8. Prepare a Statement of Profit and Loss 


Exercise No. 186 
THE BOOK EXCHANGE CORPORATION 
TRIAL BALANCE, DECEMBER 31, 1926 


Cashel etic eet ka Oe ae GO 15,286)54 
AccountssRecelvablemar a. cerddae nnn en ie 50,763/46 
Rieservertor bad: Debts cnmemue es creer tener 1,524/85 
Inventory: Rare Books, January 1,1926.... 125,000 
Inventory: Regular Stock, Jan. 1, 1926..... 270,135/75 
Inventory: Second-hand Books, Jan. 1, 1926 67,865|/80 
HURnItUresande HEX bUneCS sey tn ea eee 8,792/50 
Reserve for Dep. of Furniture and Fixtures... 651/10 
DeliverysHquipment seri ana eae ee 900 
Reserve for Dep. of Delivery Equipment..... 90 
Buildin gat epee ele <r eee re eee 73,000 
Reserve for Depreciation of Building......... 2,000 
1 WEN IYO We On teteeen Bhen ae aha cs ieee Mer ate IR ees 100,000 
Goodwill: ae SOR fe ie eer a ee 50,000 
Stationerysands Sup pesmi weber eee 2,016/50: 
SHOTER SUP Piles eae: Mr nmtny uate pees sie eee eee 3,100)20 
iPrepald VAGVeEntisi gar eee ne eee Tenge 7,867|25 
IPrepaldeinsurancenees, e-alerts pee erence ant eae 10,074|15 
NotessRavablesianasseneocr te een ee 50,750 
‘Atccountspbayabl ewes Meera testi: eta ee 102,3851/71 
CapitalaStockaieernctaseeion ee 180,000 
SUTDIUSSP eas yess cee Ae ore ee ee ee 148,695]15 
Salesiency Sec ciel tpg ea ens Ries. ee ee 513,795/50 
Purchases 204 athe ek eer aa tee Caer ee ee een 184,998)61 
Salariesrofusaless Clerks aaqnmiae eee eens _ 8,180/20 
nav elitig sXpensesivss teste 7 eee eee 4,150)/60 
Delivery xpenses...s. sane eer ee 3,536/85 

“Office Salaries yee totaal eee 6,134 
Repairs Ones il dings cee ee enna ee 810/50 
Property Raxese vc cote ee eee eae en re 7,510/50 
Miscellaneous Expenses..................... 3,110)50 
Interest on Notes Payable.................. 2,224)/40 

999,858/31 999,858)31 
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Inventories, December 31, 1926: Rare Books, $110,000.00; 
Regular Stock, $117,234.50; Second-hand, $74,765.50. 

_ Accruals: Unpaid wages of sales clerks, $318.50; accrued 
interest on notes payable, $631.25. 

Deferred Charges: Prepaid Insurance, $5,110.50. (Expired 
Insurance: Books, $4,271.49; Furniture and Fixtures, $27.69; 
Delivery Equipment, $9.23; Building, $655.24). Prepaid Adver- 
tising, $1,050.00. Store supplies on hand, $610.50. Stationery 
and supplies on hand, none. 

Depreciation: Furniture and Fixtures, 10%; Delivery Equip- 
ment, 20%; Building, 3%. 

Bad Debts: %% of Sales. 


INSTRUCTIONS: 1. Prepare a Working Sheet. 
2. Prepare a Balance Sheet. 
8. Prepare a detailed Statement of Profit and Loss. 


_ 4. Prepare a brief Statement of Profit and Loss supported by a Schedule 
of Inventories and a Schedule of Operating Expenses. 


Exercise No. 187 


HOFFMAN-MANNING, INC. 
TRIAL BALANCE, DECEMBER 31, 1926 


(OP GI il, 5 hos Sin ty Oy aa cay eben eae MCR AeA a7 er 8,213/21 
Niotesweceivalbl onesie Gi ee ee eiecaeten 2,560 
INCGOUMtSERVeCelya Demy se edeeio cccuek- oust Sued > 4.5 17,787|79 

ResonvenOr Baga Debtsnt we enti teres ieee 932/45 
Raw Materials Inventory, Jan. 1, 1926....... 7,136/50 

Goods in Process Inventory, Jan. 1, 1926..... 9,864/65 

Finished Goods Inventory, Jan. 1,1926...... 3,216|45 

Trading Goods Inventory, Jan. 1, 1926....... 8,783)/55 
OiCenMuUrnituLrec ee meee pete. prettee tere te 2,000 

Melivenya Hi quipmentim snc > reir oo. srk trs 15,150/75 

Reserve for Dep. of Delivery Equipment..... 1,515)08 
MachineryrandelOolsnaemn weet Aegan oe eile cels 50,275/85 

Reserve for Dep. of Machinery and Tools.... 8,044/14 
IBXUUIICVUDYER cars ain dha compe awoke aenisieneacin CRBIOTuCROREoG 60,000 

Reserve for Depreciation of Building......... 7,500 
TEVA 3. ls icy NS ced or cees.ok Mirko ORO ERA OR eer a Ree 20,000 

Giinoinksay’ anal IBM GL ooo nn euoneenonee 1,123)/40 

Pe DAG mUNSUL AICO mee crete e is teveels tanetelere clel(o1 a) 1,522/50 

NGO THN) PIN): 5 Son tacoma ne CON Oe Oe 10,216|65 
RGAE TEM COIS cok apo hog UbeicuMmnS UDOoe Dome 40,000 
(Gryotell Suayolicey, aoe gee oe doles amici re neon a 100,000 
SOs OL WEL. pels ato ao © OW Geto h hekerareiaiee or aeaneaeron 10,843/20 
Sales of Manufactured Goods................ 114,984|45 
Mfd. Goods Sales Returns and Allowances... . 6,174|25 

Purchases, Raw Materials..:.......... vhoeren * 81,185/75 

Purchases Ret. and Allow., Raw Materials.... 1,251/35 


(Concluded on page 692) 
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HOFFMAN-MANNING, INC. 
TRIAL BALANCE, DECEMBER 31, 1926 (CONCLUDED) 


Tia DOT easel ea le See ee EN: 24,559/17 

lBleeNe, ILE BNC! IPO coo tooo odo obeobse 3,883]/65 

Repairs on Machinery and Tools............. 2, 315/25 

PEO PeLUV GC LaKeS i wie oe Re peace eee aren 1,794|/35 

SalessoielnadinesG OOdS ny enn a eee 19,798/25 

Trading Goods Sales Ret. and Allowances. ... 2,141 

Purchases iradined GOOdS sees arene eee 20,165|/85 

Purchases Ret. and Allow., Trading Goods... . 8,125/45 

Salariestotisalesinenvet mer ae ea erie: 7,150 

ANCHSCUSMNS IDA NINS. ong doounsgousconog sagen é 2,030|50 

IDXAMIN ETA? LOD GOUIO, Soto a wan bao acs soo eae oo 8,586/50 

OfirceiSalarics atk se weer OPeRe eee ogee on Nee 8,000 

Miscellaneous) Hxpenses... 4.00 4a eee WE TAS 

Discountvon LUurchasesuqe renee 2,475|65 
320,686|67 320,686|67 


Inventories, December 31, 1926: Raw Materials, $8,228.45; 
Goods in Process, $152.50; Finished Goods, $4,189.90; Trading 
Goods, $8,273.65. 


Depreciation: Office Furniture, 10%; Delivery Equipment, 
20%; Machinery and Tools, 20%; Building, 5%. 


Reserve for Bad Debts: 1% of Sales. 
Accrued Items: Interest on Bonds Payable, $1,250.00. 


Prepaid Items: Insurance, $209.00. (Expired Insurance: 
Raw Materials and Goods in Process, $166.65; Finished Goods 
and Trading Goods, $68.68; Office Furniture, $19.61; Delivery 
Equipment, $137.25; Machinery and Tools, $411.61; Building, 
$509.75). Stationery and Supplies, $325.60. 


INSTRUCTIONS: 1. Prepare a Working Sheet. 
2. Prepare a Balance Sheet. 
3. Prepare a detailed Statement of Profit and Loss. 


_ 4. Prepare a summarized statement supported by Schedule of Cost 
of Goods Sold and Schedule of Operating Expenses. 


\ A 
CHAPTER XLVI 


FIXED AND INTANGIBLE ASSETS; LONG-TIME 
LIABILITIES; MANUFACTURING ACCOUNTS 


Fixed Assets 


An account with a fixed asset should be debited with the 
original cost of the asset and with the cost of any additions made | 
to the asset. In addition to the asset account, which always 
shows the cost of the asset, an account should be maintained 
with the reserve for depreciation of the fixed asset in order to 
keep a record of the decrease in value which is estimated to have 
occurred through its approach to the end of its useful life. 


The generally accepted basis of valuation of fixed assets for 
accounting purposes, then, is that of cost less accrued depreciation. 
The method of calculating, recording and reporting the accrued 
depreciation has been explained in Chapter XX XI. 


Charges to Capital versus Charges to Revenue 


Although the principles involved in the valuation of fixed 
assets seem logical enough, it is not always easy to apply these 
principles correctly and consistently. The difficulty in doing so 
arises from two main sources: (a) the difficulty of establishing 
a correct rate of depreciation; (b) the difficulty of distinguishing 
between expenditures which add to the value of the fixed assets 
and those which are chargeable to current expenses. 


The first source of difficulty, that, of determining the proper 
depreciation rate, is largely a matter of estimating the probable 
useful life of the asset. Such estimates are best made on the 
basis of experience with similar assets, either in the business in 
question or in other concerns of like nature. An adequate record 
of the life and performance of each unit of fixed assets used in 
the business will aid greatly in determining future depreciation 
rates and revising existing rates. 

The other problem, that of distinguishing between expendi- 
tures for current expenses and those for additions to fixed assets, 
must be considered briefly. The problem may be divided into 
three parts, as follows: (1) What expenditures are properly 
chargeable to the original cost of the asset? (2) What expen- 
ditures are properly chargeable as additions to the value of the 
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asset? (8) What expenditures are properly chargeable to the 
expense of maintaining the asset in efficient operating condition? 


All expenditures incurred up to the time the fixed asset is 
ready for use, may be considered a part of its cost and debited 
to the asset account. The following items may be considered as 
the original cost of a machine purchased for use in a factory: 


(1) Purchase price, as indicated by purchase invoice. 


(2) Freight and drayage paid for transportation from 
point of purchase to factory of purchaser. 


(3) Cost of unpacking and setting up machine. 


(4) Cost of installation, including the cost of construct- 
ing metal or concrete base. 


(5) Cost of testing to determine the usefulness of ma- 
chine. 


(6) Cost of any changes or alterations necessary before 
the machine is in proper condition to operate. 


After the asset is put into service, only those expenditures 
which add to the length of its life or increase its efficiency can be 
added to its value. A machine with an estimated life of four 
years may be overhauled, worn pieces replaced, other parts ad- 
justed, etc., with the result that its life may be increased to five 
years. The cost of the overhauling to the extent of the value 
added through the increased life of the machine may be added 
to its original cost and be debited to the asset account. Expendi- 
tures added to the book value of a fixed asset are said to be 
charges to capital, since they represent additions to capital. 


As an asset continues in use, some expenditures are necessary 
to maintain it in efficient operating condition. A building re- 
quires repairs and paint, and taxes and insurance premiums must 
be paid. A machine requires repairs from time to time, as well 
as supplies necessary for its operation, such as oil, waste, etc.; 
taxes and insurance premiums must also be paid. Expenditures 
of this type, representing as they do part of the necessary cost of 
using the asset for the current period, are expenses and should 
be charged as part of the current operating expense of the busi- 
ness. These expenditures are said to be charges to revenue since 
they are deducted from the revenue of the period. 


Unless care is used, capital expenditures and revenue expen- 
ditures may be confused. Thus, an expenditure which, if its 
effects were carefully analyzed, would be found to be a necessity 
for the maintenance of the asset, may be considered an addition 
to the asset. On the other hand, a real addition to capital may 
be mistaken for an operating expense. The distinction between 
capital and revenue is an important one, since the showing of the 
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current profits for each period and the showing of the proprietor- 
ship from time to time depend on the correctness with which 
this distinction is made. Thus if expenditures made for the 
maintenance of a fixed asset, and properly chargeable to revenue, 
are charged to capital or “capitalized’’, not only will the assets, 
and consequently the proprietorship, be overstated, but the ex- 
penses for the period will be understated and the net profit over- 
stated by that amount. 


Accounts with Machinery 


One of the important fixed assets of a manufacturing business 
is the machinery used in the manufacturing operations. For 
this reason, the construction of a fixed asset account and the 
corresponding reserve for depreciation will be illustrated by 
means of the Machinery account. 


The purpose of the Machinery account is to show the cost of 
the machinery used in the manufacturing operations of the busi- 
ness. It should not include the cost of small tools and miscel- 
laneous equipment. The cost of these should be recorded in a 
separate account or accounts. The debits and credits to the 
Machinery account are as follows: 


MACHINERY 
DEBIT: CREDIT: 
With the cost of machinery pur-| With the cost of machinery and 
chased or produced. equipment sold, discarded or 
With the cost of additions or alter- otherwise disposed of. The dif- 
ations which increase the life or ference between the cost of the 
efficiency of the machinery. machinery and the price realized 


for it is debited to the Reserve 
for Depreciation account. 


The balance of this account shows the cost of the machinery 
owned by the business. It is shown as a fixed asset on the Balance 
Sheet. If a business owns machinery of several different types, a 
separate account may be maintained with each major group. 


The purpose of the Reserve for Depreciation of Machinery 
account is to show the estimated accrued depreciation on ma- 
chinery. The debits and credits to this account are as follows: 


RESERVE FOR DEPRECIATION OF MACHINERY 


DEBIT: CREDIT: 
With the cost of any unit of ma-| At the close of each fiscal period, 
' chinery destroyed or discarded. with the estimated depreciation 
With the difference between the on machinery for the period. 
salvage value and cost of ma- The corresponding debit will be 
chinery discarded. made to an appropriate expense 
With the difference between the account. 


cost of machinery sold and the 
amount realized from its sale 
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The balance of the Reserve for Depreciation account shows 
the net amount of the reserve created to provide for the decrease 
in value of the machinery due to depreciation. It is shown on the 
Balance Sheet as a deduction from the Machinery account. After 
the estimated depreciation for the period has been recorded, the 
difference between the balances of the Machinery and Reserve 
for Depreciation of Machinery accounts is the book value of 
machinery owned by the business. 


Intangible Assets 


Goodwill is the intangible asset of most frequent occurrence. 
Consequently the Goodwill account will be used to illustrate the 
construction of accounts with intangible assets. 

The purpose of the Goodwill account is to show the value of 
the goodwill of a business which has been purchased by the present 
or preceding owners. Goodwill should be set up in the records 
only when it has been purchased except under extraordinary cir- 
cumstances. It arises most frequently when a partnership is 
purchased by a corporation. 

To illustrate the procedure in such a case, it may be assumed 
that the X Corporation purchases the business of Brown & Smith 
for $125,000.00. The Balance Sheet of Brown & Smith, showing 
totals only, is as follows: 


BROWN & SMITH 
BALANCE SHEET, JUNE 30, 192 


| ie cal 


Is val Asee'ts Seras,.\ tas emiten Oc ol ee ene | 176,185 60 
I alia biliticest cms Sikes en eae |__ 77,459! 30)| | 
| Net Worth ee ee SP ss, 7260s6 


| 

Since the X Corporation is paying Brown & Smith $26,273.70 
more than the net worth of their business, this difference must 
represent their estimate of the value of the goodwill of the busi- 
ness. To make the transfer of the assets and liabilities from the 
partnership to the corporation, it is necessary to set up the good- 
will on the books of each. If it is assumed that Brown & Smith 
are equal partners, the goodwill will be set up on their records 
by the following entry: 


JULY 1, 192 
Goodwill Re ee BE erga hh 26,213 “0 | 
Browne Capital eee enn 1S 
13,138 


To record the value of the goodwill 


Smith Capital howe. jue eee 
sold to the X Corporation. 
| 
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_.To close the books of the partnership the following entries 
will be made: 


dieatye al aly 
Xe COLDOratlonwe antes Oe re 202,459 30 || 
phangiblegAssetsiaae se eee ae - cael | || 176,185) 60 


Good will seer ee ey nee ne 26,273) 70 
To transfer the assets of the partner- | | 
ship to the X Corporation. 


Inia bilities anew ae aos ate ee os 77,459 30 

XG COLDOLAtION Pere: Heer eee | ‘77,459 | 30 
To show assumption of the liabilities | 
uf the partnership by the X Corpora- 
ion. | 


CET cks 5 canes claae is BIS oe mo a nee 125,000 

XEC orporation eee eee. 125,000 
To record payment of purchase price 
by the X Corporation. 


1 
Bowl eC apitalann i «ieee yee seca 62,500 
Smithy Capitals. ea. eer o ek ene 62,500 
Cash RAR St eS el Ba eine. a 125,000 


To show distribution of net assets to 
the partners. 


On the books of the corporation the assets purchased and the 
liabilities assumed would be recorded by the following entries: 


Afanei'e U5 oy 


TaneiblesAssets! -:48 0. ,442.sss05 0 176,185 60. 
Good will re eee © eters nun 26,273 |70 | 

Brown & Smith, Vendors.......... || 202,459 }30 
To record assets purchased from Brown 
& Smith. 


1 | \| 
Brown & Smith, Vendors............ | 77,459 30) 
IDEN ONIN A (Sei. oe cee, iether eee nee | 77,459 |30 
To show assumption of the liabilities | | | 
of Brown & Smith. | 


1 


Brown & Smith, Vendors............ 125,000 | || 

(GaSe rr he ctor ete 125,000 
To record payment to Brown & Smith Wail 
of the purchase price of their business. Ps 


1The tangible assets should be listed so that the proper accounts can be 
closed on the partnership records and opened on the books of the corpora- 
tion. They are shown here as a total for the sake of brevity. The liabilities 
should also be listed for the same reason. 
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The debits and credits to the Goodwill account are as follows: 


GOODWILL 
DEBIT: CREDIT: } : 
With the cost value of the good- This account is not credited unless 
will purchased. the proprietors wish to write it 


off the books. In this case it is 
credited at the end of the fiscal 
period with the amount neces- 
sary to write it off during the 
desired period. The correspond- 
ing debit is to the Profit and Loss 
account. 


The balance of this account shows the net value of the good- 
will purchased. It is shown on the Balance Sheet under the 
heading of Intangible Assets, immediately following the fixed 
assets. 


There is a difference of opinion among accountants and busi- 
ness men as to whether goodwill should be written off or retained 
on the books. In most cases, when goodwill appears on the 
books, it remains there permanently unless the business is sold 
or reorganized. 


Fixed or Long-Time Liabilities 


It is sometimes desirable to secure the use of funds for a 
longer period of time than they will be supplied by merchandise 
creditors or banks. These funds may be secured from additional 
investment by the owners or by admitting new members into the 
owning group, as admitting an additional partner who would 
contribute capital or, in the case of a corporation, by issuing 
additional capital stock. 


In case these courses do not seem desirable, the money may 
be secured by long-term borrowing from outsiders. Such borrow- 
ing gives rise to long-time or fixed liabilities. The two fixed lia- 
bilities of most frequent occurrence are mortgages payable and 
bonds payable. Of recent years another fixed liability has appeared 
with increasing frequency on the Balance Sheets of corporations 
in the form of long-term notes. The accounts necessary to record 
the fixed liabilities will be discussed briefly. 


Mortgages Payable 


The purpose of the Mortgages Payable account is to show the 
amount owed on notes which are secured by a mortgage. The 
debits and credits to the Mortgages Payable account are given 
on page 699. 
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MORTGAGES PAYABLE 


DEBIT: CREDIT: 
With payments made on mortgage With the face value of the notes 
notes payable. issued by the business which 
With the face value of mortgage are secured by a mortgage. 
notes payable canceled for any 
reason. 


The balance of the Mortgages Payable account shows the 
face value of notes secured by mortgage which are outstanding 
against the business. It is shown as a fixed liability on the Bal- 
ance Sheet. 


Bonds Payable 


The purpose of the Bonds Payable account is to show the 
face value of the company’s bonds outstanding. Where a com- 
pany has several issues of bonds outstanding, a separate account 
for each issue is maintained. On the Balance Sheet of the issuing 
company the amount of each issue may be shown as a separate 
item, but more frequently only one item of bonds payable is 
shown, this amount representing the total of all issues outstand- 
ing. 


The debits and credits to the Bonds Payable account are as 
_ follows: 
BONDS PAYABLE 


DEBIT: CREDIT: 
With the face value of all bonds With the face value of bonds sold 
redeemed or otherwise retired. or otherwise issued. 


The balance of the Bonds Payable account shows the face 
value of bonds outstanding. It is shown as a fixed liability on 
the Balance Sheet. 


Long-Term Notes 


Corporations often issue notes for periods which are relatively 
short as compared with the maturity of the average bond, but 
which are for a longer period than the ordinary note given to a 
bank or to a trade creditor. The time of these notes is usually 
from one to five years from the time of their issue. The purpose 
of selling such notes is usually to secure fixed capital at a time 
when the investment market is not considered favorable for an 
issue of long-term bonds, but at the same time there is the ex- 
pectation of later issuing bonds to take the place of the notes 
when interest rates are more favorable to securities of long dura- 
tion. These notes are very similar to bonds except in the length 
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of time for which they are issued, the similarity being particularly 
noticeable in the manner in which both are issued and marketed. 
They differ from mortgages in that they are not usually secured 
by mortgages, but, on the contrary, depend for their salability 
on the earning power and general credit of the company. 


The accounts maintained with long-term notes are similar to 
the accounts maintained with any issue of bonds. The title of 
the account should be such as to indicate the nature of the issue. 


The debits and credits to such an account are as follows: 


1936 — FIVE-YEAR SEVEN PER CENT GOLD NOTES 


DEBIT: CREDIT: 
With the face value of such notes With the face value of such notes 
redeemed or otherwise retired. sold or otherwise issued. 


The balance of such an account shows the face value of long- 
time notes issued and outstanding. It is shown as a fixed lability 
on the Balance Sheet. 


Accounts Showing Cost of Goods Manufactured 


In Chapter XLV the method of showing the cost of goods 
manufactured on the Statement of Profit and Loss was illustrated. 
As explained in that chapter, this cost is composed of three items: 
material, labor, and manufacturing expense. To obtain the 
amount of each of these items of cost, it is necessary to keep one 
or more accounts with each. It is the purpose of the following 
discussion to explain the construction and operation of these 
accounts. In this discussion it is assumed that reports are pre- 
pared and the accounts are closed monthly. 


Materials Account 


The first expenditure incurred in the manufacturing process 
is the purchase of the materials which are to be used in the product 
to be manufactured. It is necessary that a very careful record 
be kept of materials for two reasons: (a) to prevent waste or 
improper use, and (b) to know the cost of the materials which 
enter into the finished product. When materials are received, 
they are placed in a storeroom and, when needed in the factory, 
they are issued in response to a written request which is termed 
a “requisition.” The method of storing and handling materials 
will be discussed in a subsequent chapter. Only the ledger record 
of materials will be discussed at present. 


The purpose of the Materials account is to show the cost of 
materials on hand. The debits and credits to this account are 
given on page 701. 
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MATERIALS 
DEBIT: f CREDIT: 
With the cost of materials pur- With the cost of materials issued 
chased. ; ’ from the storeroom for use in 
With the freight paid on materials the factory. The corresponding 
purchased. debit is to Materials in Process. 


With materials returned from the 
factory which have been taken 
from the storeroom but not used. 


In many cases a record is kept of 
all materials withdrawn from 
the storeroom during the month 


and the total credited to Mate- 
rials at the end of the month. 


The balance of the Materials account shows the cost value of 
the materials on hand. It is shown on the Balance Sheet as a 
current asset. 


Labor Account 


When the raw materials are transferred from the storeroom 
to the factory, it is for the purpose of having work performed on 
them so as to convert them into the product which the business 
sells. For example, lumber may be transferred to the factory, 
and there converted into furniture. In the performance of this 
work labor is necessary, and the cost of this labor must be added 
to the cost of the materials in ascertaining the cost of the goods 
manufactured. The method of keeping a detailed record of labor 
costs will be explained in a subsequent chapter. It is sufficient 
for the present to know that customarily a “time ticket” is pre- 
pared for each workman showing the time he works on each job 
or the hours he works each day. These tickets are sent to the 
accounting department and the amount due to the workman 
calculated from them. Only the ledger account which shows the 
total cost of labor used will be discussed at present. 


The purpose of the Labor account is to show the cost of the 
labor used in the manufacturing operations. The debits and 
credits to this account are as follows: 


LABOR 
( 
CREDIT: 

At the end of the cost period the 
Labor account is credited and 
the Manufacturing account is 
debited for the labor cost of the 
month as shown by the debit 
side of the Labor account. 


DEBIT: 
With the cost of the services of 
factory employes, as shown by 
the time tickets. 


At the end of the period the Labor account will balance. At 
any time during the period it will show the labor charges to date 


for the current period. 
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Manufacturing Expense 


In the operation of the factory various expenses are incurred. 
These expenses have been discussed and illustrated in Chapter 
XLV. Usually there are several accounts kept with these ex- 
penses. If the factory is divided into departments, there will be 
separate expense accounts for each department. ‘The principles 
governing the construction and operation of all these expense 
accounts are the same, and the following discussion will apply to 
any manufacturing expense account. 

The purpose of an account with manufacturing expense is to 
show the amount of the particular kind of expense with which 
the account is kept. The debits and credits to such an account 
are as follows: 


MANUFACTURING EXPENSE 


(Separate accounts for each class of expense) 


DEBIT: CREDIT: 
With the total of the class of ex- At the end of each cost period 
penses with which the account each manufacturing expense ac- 
is kept. count is closed into the Manu- 


facturing account by a debit to 
the latter, and a credit to the 
former. 


At the end of the cost period each Manufacturing Expense 
account will balance. At any time during the period it will show 
the expenses which have been incurred to date during the period. 


Materials in Process 


In the discussion of the Materials account it has been ex- 
plained that when materials are transferred to the factory they 
are debited to the Materials in Process account. At the end of 
the cost period the balance of this account, like the Labor and 
the ee eae Expense,/is transferred to the Manufacturing 
account. be 


The debits and credits to the Materials in Process account 
are as follows: ) 


feel 3a. IN PROCESS 


DEBIT: CREDIT: 
With the cost of materials trans- At the end of the cost period, the 
ferred from the storeroom to the balance of this account is trans- 
factory. ferred to the Manufacturing ac- 


count by a debit to Manufac- 
turing account and a credit to 
Materials in Process. 


At the end of the cost period the Materials in Process account 
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will balance. ; At any time during the cost period it will show the 
materials which have been put into process during the period. 


The Manufacturing Account 


The Manufacturing account provides a summary of the factory 
operations for the month. The debits and credits to this account 
are as follows: 


MANUFACTURING ACCOUNT 


DEBIT: CREDIT: 

With the inventory of goods in With the cost of goods completed 
process at beginning of thé cost during the cost period and 
period. transferred from the factory to 

With the materials, labor and ex- the finished goods storeroom. 
pense put in operation during the The corresponding debit is to 
cost period as shown by the Ma- Finished Goods account. 


terials in Process, Labor and 
Manufacturing Expense accounts 


The balance of the Manufacturing account shows the inventory 
of goods in process. It is shown as a current asset on the Balance 
Sheet. 


Finished Goods Account 

The purpose of the Finished Goods account is to show the 
cost value of the salable product on hand. The debits and credits 
to this account are as follows: 


FINISHED GOODS 


DEBIT: CREDIT: 
With the cost of goods manufac- With the cost of all goods sold. 
tured and transferred to the fin- At the same time Cost of Sales 
ished goods storeroom. account is debited. 


The balance of this account shows the inventory of finished 
goods. It is shown as a current asset on the Balance Sheet. 


Cost of Sales Account 

The purpose of the Cost of Sales account is to show the cost 
of goods sold during the period. This account performs the same 
function as the Purchases account in a mercantile business. The 
debits and credits to this account are as follows: 


Cost OF SALES 


DEBIT: CREDIT: 
With the cost of goods sold. The At the end of the period the bal- 
corresponding credit is to the ance of this account is debited 
Finished Goods account. to Sales or Trading, depending 


on the method of closing the 
books. 
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When the closing entries are made at the end of the period, 
the Cost of Sales account will balance. During the period it 
shows the cost of the goods sold to date. 


Illustration of Use of Manufacturing Accounts 


The operation of the manufacturing accounts discussed in 
this chapter may be illustrated by the following skeleton journal 
entries: 


1. When materials are purchased: 
Matetiale.di0-8 wid eae aac Sele cab er ueea ee 
Accounts Payable.?:.. .. ORO ane ag © OPPS) BRS OS aahee 
2. When materials are transferred from the storeroom to the 
factory: 
Materialssine ero cess eee er tei eae ere 
Materials eo. ooo vents fhe ee eee eee ee 
3. When the wages due factory employes as shown by the 
time tickets are recorded: 
1 FE] o10) atin ran Mergen Mee Meee RA eRe g © che GCN uo 


4. When manufacturing expenses are incurred: 


Manuiactuninesl xp ensecaaeer tii eaanerene Co nemees 
Accounts Payable... .(4.«).... Peay Oa 


5. When the ledger accounts are closed, usually monthly: 
Manta ctunin Acco Uni teressene ite anerenen nee 
Materials invProcessi. cn: a ne Ee eee 
Like eR eS EE fag arg G10. 


6. When finished goods are transferred from the factory to 
the finished-goods storeroom: 


Finished? Goods ye eee ccce ct eee 
Manufacturing Account........ 


7. When finished goods are sold, two entries are made: 


2s.  COSEPOL SALES eter ces See ae nye eer pean ene ee 
HimishedsG ods assis 


DaeANCCOUNtSEVeCelv.a ble ts nate ene ne 
Sales. yee here oa Sone een 


The Cost of Sales account and the Sales account are closed at 
the end of the fiscal period in the same manner as the Purchases 
account and the Sales account of a mercantile firm. 


In making the foregoing entries it has been assumed that the 
charges for labor and manufacturing expenses are recorded as 
accounts payable before they are paid. In most businesses this 
assumption holds true, since the one who records the charges does 
not record the payments. The entries for the charges and the 
payments are made at different times and in different records: 
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Trading Account 


At the end of the fiscal period, certain accounts show the 
cost of goods purchased or produced during the period and cer- 
tain other accounts show the returns from sales. To ascertain 
the gross profit for the period it is necessary to summarize these 
accounts and offset the net cost of goods sold against the net 
returns from sales. This may be done in two ways: 


1. All the accounts affecting the cost of purchases or the 
cost of goods manufactured are closed into the Purchases or the 
Cost of Sales account. The beginning and ending inventories 
are also closed into this account. It then shows the cost of goods 
sold. All the accounts affecting the returns from sales are closed 
into the Sales account. The balance of the Purchases account, 
or the Cost of Sales account, is closed into the Sales account. 
The balance of the Sales account will then show the gross profit 
or loss on sales, and this will be closed into the Profit and Loss 
account. 


2. A new account, termed Trading account, is set up. All 
accounts affecting the cost of goods sold and all accounts affecting 
the returns from sales are transferred to the Trading account. 
The balance of this account shows the gross profit or loss on sales 
and is transferred to the Profit and Loss account. 


The debits and credits to the Trading account are as follows: 


TRADING 
DEBIT: CREDIT: 

With the balance of the Purchases With the balance of the Sales 
account in a mercantile business account. 
or the balance of the Cost of With the balances of the Pur- 
Sales account in a manufacturing chases Returns and Purchases 
business. Allowances accounts. 

With the balances of the Sales Re- With the inventory at the end of 
turns and Sales Allowances ac- the period. 
counts. 

With the inventory at the beginning 
of the period. 


There may, of course, be several accounts kept with each of 
the items with which the Trading account is debited and credited. 
In this case all the separate accounts are closed into the Trading 
account. 

The balance of the Trading account shows the gross profit or 
loss on sales and is transferred to the Profit and Loss account. 


In a business which has several accounts with Purchases, 
Sales and Inventory, the use of the Trading account is desirable. 
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QUESTIONS FOR CLASS DISCUSSION 


wn pres 
How does the management of a business ascertain the present 
value of a fixed asset? 


What accounts will show this information? 


roe” 

Explain the following terms applicable to a fixed asset: 
(a) purchase price, (b) freight and drayage, (c) installation, 
(d) testing, and (e) alterations. 


whey tee 
Why are the costs mentioned in the preceding question 
regarded as “charges to capital?” 


eas 
Explain and illustrate the meaning of the term “‘charges to 
revenue” as applied to costs in connection with a fixed asset. 


eR 

The Regal Manufacturing Company paid $2,000.00 to have 
a machine repaired. This high cost of repair was due to the 
necessity of having to tear down and rebuild the machine. Would 
this cost be a charge against capital or revenue? 


Pry pee. 
Which of the following expenditures on a machine are charges 
to revenue and which are charges to capital: 


a. Erecting a platform on which to set the machine. 

b. Engaging an expert engineer to examine and test the 
efficiency of the machine. 

ce. Buying additional equipment for plant to carry out 
manufacturing process more smoothly. 

d. Buying insurance for the machine. 

e. Buying a patent device which increases the service- 
ability of the machine. 

f. Certain kind of lubricating oil used to clean the 
machine. 

g. Replacing some parts of the machine which were 
damaged by an accident in the factory. 


me [oer 

December 31 the tangible assets of the Globe Clothing Com- 
pany totaled $240,000.00, and the liabilities $60,000.00. In addi- 
tion to these assets, the Goodwill account shows a balance of 
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$10,000.00. (a) What is the net proprietorship of the business? 
(b) What entry would be required to reduce the goodwill one- 
half? (c) What would be the net proprietorship after this entry 
had been made? 
oe Ore 

/ The charter of the Pure Soap Company authorizes the issue 
of $250,000.00 of common stock-and $250,000.00 of 7% cumu- 
lative preferred stock. All of the common stock and 60% of the 
preferred stock has been issued. The corporation needs 
$100,000.00 additional working capital. State the two methods 
by which this can be secured. 


sea ff ees 
If money can be borrowed at 6%, which would be the better 
of the two methods? | : 
Ae ly piso 
Explain the difference between the information shown in the 
Mortgages Payable and the Bonds Payable accounts. 
Seopa 
Under what conditions would it be advisable for a corpora- 
tion to borrow on long-term notes instead of issuing bonds? 
eg eee 
What accounts contain information regarding the cost of 
materials, labor, and manufacturing in a manufacturing business? 
eS Apes 
How are these accounts shown on the Statement of Profi 
and Loss? 
ee ah hee 
What information is recorded in the Materials in Process 
account? Illustrate your answer. 
) — 16 — 
What information is recorded in the Manufacturing Expense 
account? Illustrate your answer. 
ik ype 
Would a corporation manufacturing shoes only on orders 
received from salesmen and shipping these shoes immediately 
upon completion require an account with Finished Goods? Give 
reason for your answer. 
= oes 
“Goodwill should be set up in the records only when it has 
been purchased.”’ Why is this the rule? 


708 BOOKKEEPING AND ACCOUNTING [Ch. 46 


A ope 

Broad & Wall are owners of a partnership whose Balance 
Sheet shows assets to be $795,000.00 and liabilities $245,000.00 
with net worth amounting to $550,000.00. The Hamilton Pro- 
duction Company purchases the business of Broad & Wall for 
$750,000.00. Show the entries that are made in the books of 
the partnership. a 


State the entries necessary to record the assets and liabilities 
of Broad & Wall on the books of the Hamilton Production 
Company. 

— 21 — 

The Hamilton Production Company has paid for the good- 
will of Broad & Wall. In reorganizing the business, the Hamilton 
Production Company decides that it does not want to consider 
among its assets this goodwill. Draw up an account for the asset 
“Goodwill.”” Show the steps that are necessary to write off 
goodwill from the books. 

Be OO are 


Compare the opportunity of a partnership and corporation 
for borrowing funds. What relation has this problem to 
accounting? 


S599 23 

The following expenses have been incurred during the month: 
Wages of Machine Tenders............ $ 300.00 
Wages of Machine Operators.......... 2,500.00 
POWER AS Sei act ay ee ey in eel 575.00 
salaries of Foremen™,.0r 0s 1 ee ee OOO OD) 
Machine-Accessores 5 eae eter eee 375 .00 

State the accounts to be charged for these expenses. 

OAT 


If a factory was destroyed by fire, would the owners collect 
from the insurance company the value of the labor included in 
the cost of goods in process destroyed by the fire? Give reasons 
for answer. 

We Opa 


What accounts in a manufacturing business compare with 
the Purchases account in a mercantile business? 
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LABORATORY MATERIAL 


Exercise No. 188 


On January 1, the Brown Manufacturing Company, a newly 
organized corporation, has outstanding $200,000.00 common stock 
which has been sold for cash at par. The cash received from its 
sale is on deposit in the First National Bank. During the year 
the company performs the following transactions: 


Jan. 1. Purchases for cash five lots for $500.00 each. 


10. Pays $75.00 for commission to broker who purchased 
the lots for the company. 
15. Pays $2.50 for the recording of the deed. 
Feb. 1. Pays $200.00 for the construction of a sidewalk on 
the street bordering the lots. 
Sept. 1. Pays for the construction of a building at a cost of 
$60,000.00. The building occupies three of the lots. 
It is estimated that the building will last twenty- 
five years and have a scrap value of $10,000.00; 
hence, 1/25 of $50,000.00 or $2,000.00 will be set up 
for depreciation each year. 


Pays for machinery to be used in factory, $20,000.00. 
It is estimated that the machinery will last ten 
years and have a scrap value of $2,000.00; hence, 
1/10 of $18,000.00 or $1,800.00 will be set up as 
depreciation each year. 


During the four months beginning September 1 the company 
performs the following cash transactions: 


(aj, ells one o: the vacant lots.............°$ 800.00 
(Dm aAVS LOD Janitor SELVICe. 06.062. saa es 415.50 
(c\snburchases:Taw Dilaterialcccgon. eccd. si <% 29,984 .65 
Cdivaebeaysuor tactory Wages. - a2 50. 65s 10,235.45 
(e) Pays for factory supplies and overhead 

CXC GCS ae rte finite acts he Ba S|. Mavens 9,764.55 
(f) Pays for general and selling expenses... . 8,129.45 
(g) Sells merchandise........ = A AOE TA TD, 931e5D 


Dec. 31. Closes books on this date showing results of manu- 
facturing operations for the past four months. The 
buildings of the company were not completed until 
September 1; hence, it has been carrying on man- 
ufacturing operations only four months and depre- 
ciation is to be considered for this time. It is decided 
to close the books on December 31, so that future 
fiscal years will correspond with the calendar year. 
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It has no inventory on hand of raw materials nor finished 
goods, December 31. 
INSTRUCTIONS: 1. Make (in journal form) entries (a) to open the 


books of the Brown Manufacturing Company as of January 1; (b) to record 
the transactions for the year, and (c) for the depreciation. 


2. Post to the ledger accounts, allowing twelve lines for the Cash 
account and six lines for each of the other accounts. 


3. Prepare a Trial Balance as of December 31. 


4. Prepare a Balance Sheet and Statement of Profit and Loss as of 
December 31. 


5. Make and post the journal entries to close the books. 
Exercise No. 189 


On January 2, the Trial Balance of the King Manufacturing 
Company is as follows: 


KING MANUFACTURING COMPANY 
TRIAL BALANCE, JANUARY 2, 192 


CAST eee eres tre eh ce ye ter ne Ss a 10,113 

Accounts Receivable................ 19,651/94 

Inventory of Finished Goods......... 40,234|65 

Machinery and Equipment........... 60,000 

Buildin see eee lat re te ae ee 70,000 

I pea G Ab Saat tr Ren re ee ee Rep: ri Ne raf 30,000 - 

INECOUNtSs ay lem panne fe tay eee 29,783|45 

Capital Stocks eesti an ane 150,000 

SUPDIUS tact ar hee hee a ena Conca oe | 50,216 14 

229,999/59 || 229,999/59 

| | —a 


The past two years have been very profitable and it is decided 
to obtain additional capital which will make possible an enlarge- 
ment of the business. In pursuance of this policy, $30,000.00 of 
six per cent twenty-year bonds are sold at par on February 1, 
and $10,000.00 of seven per cent two-year notes are sold at par 
on March 15. The interest on each is payable annually. 


On December 31 the totals shown by the books of original 
entry are as follows: 

Sales on account, $200,110.75; raw materials purchased, 
$79,990.25; factory wages paid, $20,235.50; factory expenses 
paid, $17,765.35; general expenses paid, $12,189.75; collected on 
accounts receivable, $170,107.65; paid on accounts payable, 
$74,684.75. 


Supplementary data is obtained as follows: 


(a) The machinery and equipment is estimated to have a 
life of eight years from January 2, and to have a 
scrap value of $5,000.00. The depreciation is to be 
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(b) 


(c) 


(d) 


LABORATORY MATERIAL raat 


distributed equally over the years during which the 
machinery and equipment are to be used. 

The buildings are estimated to have a life of twenty 
years from January 2, and to have a scrap value of 
$8,000.00. The depreciation is to be distributed 
equally over the years during which the buildings are 
to be used. 

The estimated loss on bad debts is one per cent of 
accounts receivable outstanding. The books are 
closed on December 31. 


Interest accrued on bonds payable and notes payable, 
$2,204.17. 


INSTRUCTIONS: 1. Make journal entries (a) to open the records 


the company on January 2; 


and (c) for the adjustments at the close of the year. 


2. 
3. 


Exercise No. 190 


of 


(b) to record the transactions for the year, 


Post journal entries, allowing six lines for each ledger account. 
Prepare a Trial Balance. 


The Trial Balance of the Hydrex Corporation on January 
2, is as follows: 


HYDREX CORPORATION 
TRIAL BALANCE, JANUARY 2, 192 


Cashten ae ee eee ee 10,256)29 

Accounts Receivable................ 29,743/71 

RawaNViaterialsar srt seein toe ah we 5,174/65 

GoodstnsProcess en. hte aioe acl se 7,825185 

imishedeGoodScmen ta iar cs ol Semen 4,173|50 

Machinery and Equipment........... 19,826|50 

TS Willian os eee oe mene ete: lca 9,000 

(ATIC MN MR tert ete Ue ee oe ies oo, root 6,000 

ACCOUNTS Ay avlenanane yore ete vee 21,7738 

CapitaleStockaee wm ike oe 60,000 

SUBD IUIS Miah tive oerettieetavts oie nysturern tis 10,226 
92,000 92,000 


25 
75 


uary are as follows: 


(a) 
(b) 


(c) 
(d) 
(e) 


Raw materials purchased on account.... $10,118.45 
Raw materials transferred from store- 

TFOOUMCO MA CUOLY 5 oa ieee 42 to oosiss ene 8,887 .35 
Labor used in factory as shown by time 

CALC PORES Bei h neo ose aida ines hienate 4,239 .50 
Manufacturing supplies purchased on ac- 

count, all of which have been used... . DO led Zo 


Cost of repairs on machinery and equip- 
ment as shown by cost sheets........ 4,145.45 


The operations of the corporation during the month of Jan- 
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(f) Other manufacturing expenses such as 

light, power, etc., as shown by state- 

Ments Treceiveds Vi wanes Ae 462.35 
(g) Cost of finished goods transferred from 

factory to finished goods storeroom 17,672.55 
(h) Selling and general expenses as recorded 


from invoices and payrolls..........- 2,019.10 
(i) Be oaleszoneaccOun tame aka ite eee 28,148 .34 
(j)am Costs 01g 2000S 260] d saeerte saci cue 20,115.45 
(k) Accounts receivable collected.......... 35,134.56 
Gaye Accounts payablerpaid a ata eee, 25,987 . 67 


Supplementary Data: Depreciation on machinery and equip- 
ment is allowed at the rate of twenty per cent a year and on 
the buildings at the rate of five per cent a year. 


Estimated loss on bad debts is one-tenth of one per cent of 
accounts receivable outstanding. 

INSTRUCTIONS: 1. Open, by means of a compound journal entry, 
the accounts necessary to show the Trial Balance at the beginning of the 
year. 


2. Make journal entries necessary to record the transactions for the 
month. 


3. Post the entries (allow eight lines for Accounts Payable account 
and five lines for each of the other accounts), and take a Trial Balance. 


4. Make adjusting entries and post. 
5. Prepare a Balance Sheet and a Statement of Profit and Loss. 
6. Make and post the closing entries. 


CHAPTER XLVII 
RECORDS OF ORIGINAL ENTRY 


The Voucher System of Recording Purchases 


In the operation of either a mercantile or manufacturing 
business, it is necessary to purchase the following: 

(1) Goods or Materials. In a mercantile business, goods are 
purchased and resold without modification. In a manu- 
facturing business, materials are purchased and used in the 
Pr ACaON of the commodity or service which the business 
sells. 

(2) Assets for use in business. Both mercantile and manufactur- 
ing businesses must purchase such assets as furniture and 
fixtures, land, buildings, machinery and equipment with 
which to carry on their operations. 

(3) Services. All businesses must purchase services such as 
labor, heat, light and power with which to operate. Such 
services are ordinarily termed expenses. They may be used 
in the production of the commodity or service the business 
sells, or they may be used in selling the product after it is 
produced or purchased. 

The volume of operations performed by even the small busi- 
ness is such that the combined expenditures for these purposes 
is of sufficient amount to be of importance. In a large business, 
such expenditures must of necessity amount to enormous sums. 
In both the small and large business, it is necessary that some 
effective control be exercised over these expenditures. In a 
small business, this is usually accomplished by having all pur- 
chases made under the direct supervision of the chief executive 
of the business. In a large business, such supervision is not 
practicable. It is necessary to. delegate the responsibility for the 
incurring of such expenditures to subordinates, and these are at 
best only supervised indirectly by the chief executive of the 
business. It is necessary, therefore, to devise some means by 
which a proper control of expenditures may be effected, since 
the personal control of the chief executive is no longer possible. 

One method of securing such control is to require for each 
expenditure a written authorization. This authorization is 
usually in the form of a voucher, which is approved by the proper 
authorities. The voucher is prepared from the invoice or other 
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data which serve as evidence of the expenditure to be made. 
The front of the voucher provides a place for making an explana- 
tion of the expenditure and for the signatures of those approving 
the expenditure. The back of the voucher provides a space for 
indicating the accounts which are to be charged for the expendi- 
ture. The front and back of a voucher are shown in Illustrations 
Nos. 107 and 108. 


Where the voucher system is in use, every invoice or bill 
received must be “‘vouchered.” This necessitates that it be 
approved as to: 


1. Quantities, prices, grades, sizes, and quality, by the 
purchasing agent. 
2. Actual receipt, by the receiving clerk. 


3. Mathematical accuracy of extensions, by checking 
clerk in accounting department. 


4. Terms of payment, by purchasing agent. 


5. Distribution (accounts to be charged), by book- 
keeper or auditor. 


VOUCHER 


SUPERIOR ICE CREAM COMPANY 


NOES Aro ot Date of Issue. Avg. .1....... 19: eae Date wD le meena 19.76 Lessa 


In Account with....... EBVO ROL 23s pieces bn ttee eee or SA ek ee 

GOTESS caters sicrcetshertiaks. ee nk 9) dene 2 ate ASSOC Seas Care RRC ect eR for the following: 

nvoice Date DESCRIPTION Amount 
Pay roll for week ending August 1, as per pay roll book - 1566} 25 


ident Superintendent * Bookkeeper 


SUPER END cicate the following: PRESIDENT, that the company has received full benefit and payment may be made when due; 
aud the facts are staked cocoa terms, and amount are correct; Bookkecper, that the voucher is a true copy of the original papers 


Illustration No. 107, Front of Voucher 
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Usually these approvals are indicated on the invoice before 
the voucher is prepared. The voucher shows the distribution or 
the accounts to be charged. The bookkeeper or auditor usually 
indicates the distribution on the invoice before it is copied on 
the voucher so as to prevent mistakes. If the accounts in the 
ledger are numbered, the bookkeeper will indicate the charges 
by means of these numbers. After the voucher is prepared, the 
invoice is fastened on the inside and the voucher is folded, so that 
the distribution, as shown on the back, will be visible. It is then 
entered in the appropriate record as explained in the following 
paragraphs, and filed in the “Unpaid Vouchers” file under the 
date when it is to be paid. When the due date arrives, the 
voucher is taken from the file and a check issued in payment. 
The check is recorded in the cash disbursements record. After 
the voucher is paid, it is filed in the “Paid Vouchers” file. Vouch- 
ers authorizing the payment of cash at the time the voucher is 
issued are filed in the “Paid Vouchers” file after the voucher is 
recorded in the voucher register and the payment in the cash 
disbursements journal. 


Occasionally business firms mail the voucher with the check 
to the creditor with the request that he sign the voucher acknowl- 


1,566.25... 
For $ 1,566 725. A 


Voucher No. 42 Are 
Amount...... 
Certification 


RECAPITULATION 
POY OL Rete i... ee 


This Voucher has been carefully audited and is 


correct in every respect. 


Pade AU SUS ICs Lee cree eee ee 
GhecaNor ele mee 


Recorded iasV ab) RegictenonibaceaO enn nee 


iO Sete 


1566 |25 


DISTRIBUTION 


neous Expenses..........200 
SUNDRY ACCOUNTS, DR. 


ACCOUNTS DEBITED 


Delivery Expense ........-..-..05 
Total QV. Pir) itor vaseeeee 


DirectPabors aa, aaynnk bets ceuete ret 
Bndicect Paborsccec cette haar 


scella 


Mi 


Office Salaries 


Advertising Expense ..........-.. 


Merchandise Purchases...........-. 
Breight (any eaatar se aernt ee ee 


Raw Materials csics aniacdentesnien insets 


Illustration No. 108, Back of Voucher 
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=x 


2 2 la) oS 
CotecAe~ A242 getter 


See = eae tae Z <3 : id: [Vouchers || 
| le 
hee | Address For Payab 
| Cr. 
Date V'xo | Name ee SG 
Sree se mee i 
7 AZ ADS \IE Lo date Cx 
Cag \+ |e Var Oe Loy KOLE Lo date 
ly lero 6 ee Ly Gr Bie ase ee Es ly rer F- 5 
2. 2 A es 7 
ear |\Haates¥ Lae 26 eA pearance Sty | foe FF 
Ly arr Rr ee nterrg Cal DF PrurtheSt Cily \fra-r-7 
Vs |ert Wieliornat hetifil, @o\ 0 11 Mancesorit{ve, Gly | rg 
| 4 
[ ee Z y ; 
be lez (2 Siu OP Ga | Bly Wecght ELL 7 41 \Gfay 17 
/ FC ol 7 ; 
fi 
Lgo > y A 
TANI P Visating Zar es | ae ae 


p actA defer QZ \yir0 fief fener) Guts Cby far r-27 
ge 


} 


Illustration No. 109, Voucher Register, Left Page 


edging its payment and return it to the sender. This practice is 
not employed to any considerable extent at present. It has been 
unsatisfactory for two reasons: (a) creditors forget to receipt and 
return the voucher, and hence the substantiating vouchers for 
the entries in the records are missing; (b) the distribution and 
other details on the voucher may give information to outsiders 
which it may be undesirable for them _to have. 


The Voucher Register 


It has been explained in the preceding paragraphs that when 
a voucher system of authorizing payments is used, a voucher is 
prepared for each expenditure made, whether the expenditure be 
for goods, materials, fixed assets, or services. In fact, under the 
voucher system, a check is never issued except in payment of a 
properly authorized voucher. 


When this method of controlling expenditures is employed, 
it is most convenient to record all purchases in one record. This 
may be done by employing what is known as a voucher register. 
The voucher register contains a record of all vouchers issued. 
As soon as a voucher is prepared and approved, it is entered in 
the voucher register. When it is paid, the date of payment is 
entered in the appropriate column in the register. The total of 
the unpaid vouchers as shown by the voucher register must at 
all times agree with the total of the vouchers in the “Unpaid 
Vouchers’’ file. 


The form of the voucher register may vary widely depending 
largely on the size of the business and the number of accounts 
maintained with purchases and expenses. It is usually ruled to 
provide columns showing date of entry, voucher number, name 
of creditor, date paid, number of check issued in payment, a 
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Illustration No. 109, Voucher Register, Right Page 


“Vouchers Payable Credit’? column, and as many debit columns 
as are necessary to show the distribution and classification of all 
bills and invoices. To the extreme right, a space should be pro- 
vided for sundry debits, with columns for the name of the ac- 
count, the ledger folio, the amount, and remarks. Every entry 
made in this record thus appears as a credit to Vouchers Payable 
and as a debit to the account or accounts charged for the com- 
modities or services represented by the invoice. 

The voucher register is not posted until the end of the month. 
At this time all the columns are totaled and the total of each 
column posted to the account stated at the head of the column. 
The total of the “Vouchers Payable” column is posted to the 
credit of the Vouchers Payable account, while the totals of all 
the other columns are posted to the debit of their respective ac- 
counts. The items in the “Sundry” column are posted individu- 
ally to the debit of the account stated in the ‘‘Name of Account” 
column. 

The voucher register should be proved before posting. The 
sum of the totals of all the debit columns should be the same as 
the total of the ‘“‘Vouchers Payable’ column. Unless there is 
agreement, an error has been made either in making the distribu- 
tion or in obtaining the various totals, and this error must be 
found before posting. 

A form of voucher register is shown in Illustration No. 109. 


Relation of the Voucher System to the Accounts Payable Ledger 
When the voucher system is employed, the accounts payable 
ledger is ordinarily not used. The vouchers in the “Unpaid 
Vouchers’”’ file serve as a record of the amount owed individual 
creditors, and since they are filed under the due date, they auto- 
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matically provide for payments to creditors. The vouchers in 
the “Unpaid Voucher’’ file must agree at all times with the un- 
paid vouchers as shown by the register, and the total of these 
vouchers must agree with the balance of the Vouchers Payable 
account. 


Card Record of Vouchers Payable 
In a business where it is necessary to have numerous materials 
and expense accounts, it is not possible to use a voucher register 
in the form of Illustration No. 109, because too many columns 
are required. In such cases, cards are used on which to make the 
voucher distribution. A 
————"— == | Separate card sis usec eror 


Voucher Distribution each account. All the 
Account No.....82.....| Charges to each account 

are entered on the card 

Account Name. .Raw Materials......... kept with the account. 


The total of the daily 
Date | Number Amount Posting | charges to all the accounts 
Folio | debited is entered on a 
sf al at Vouchers Payablevcard:iso 


keds 9 152 that the credit to Vouchers 
12 10 920 Payable may be readily 

16 15 750 ascertained. At the end of 

PGi ets 6680 the month, the total of 

= ; the entries on each card is 

illustration No. 110, posted to the appropriate 
Voucher Distribution account. In most large 


companies, it is necessary 
to use the separate cards as a means of showing the voucher 
distribution. These cards are filed in trays in alphabetical order. 
Frequently posting machines are used in making entries to them. 


No particular form is necessary for the cards used for the 
voucher distribution. A form frequently used is ruled as in 
Illustration No. 110. 


The Cash Records 


Entries in the voucher register result in debits to various 
asset, trading, and expense accounts, and a credit to the Vouchers 
Payable account equal to the total of these debits. The Vouchers 
Payable account serves the same purpose as the Accounts Payable 
account, since it shows the total amount due to creditors. When 
the individual vouchers are paid, an entry is made in the cash 
disbursements journal which results in a debit to Vouchers Pay- 
able and a credit to Cash or to the Bank account, if the latter 
account is kept in place of Cash. 


If the terms of the invoice provide for discount, the amount 
of the discount is entered in the ‘Purchases Discount’? column 
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on the same line with the entry for the voucher. The amount of 
the check issued in payment for each voucher is entered in the 
column provided for the bank on which the check is drawn. 
The total of the first column is posted to the debit of the Vouchers 
Payable account; the total of the second column, to the credit 
of the Purchases Discount account; and the totals of the “Bank” 
columns, to the credit of the proper Bank accounts. 


The cash disbursements record is not posted until the end 
of the month, when the totals of the columns are posted to the 
accounts indicated. The individual items in the cash disburse- 
ments record are not posted. Under this procedure, the cash 
disbursements record becomes merely a “check register’ which 
ene each check issued. In form it may be as in Illustration 
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Illustration No. 111, Cash Disbursements Journal 


When the voucher register is used, the cash receipts journal 
and the cash disbursements journal are ordinarily kept as two 
separate records. In fact, this procedure is usually followed in 
all companies of any considerable size, since the record of cash 
receipts and the record of cash disbursements are made by differ- 
ent persons. For example, the cashier may prepare the record 
of cash receipts, while the accounts payable section of the ac- 
counting department may prepare the record of cash disburse- 
ments. 


The form of the cash receipts record will depend on the analysis 
of cash receipts desired. The cash receipts journal in Illustration 
No. 112 contains a column for the subsidiary ledger, a column for 
department sales, a column for the general ledger, and columns 
for two banks. Cash receipts from customers on account are 
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entered in the first column; department cash sales, in the second 
column; and cash receipts affecting general ledger accounts, in 
the third column. When a deposit is made, the amount is entered 
in the proper bank column. 

At the end of the month, the total of the first column is 
posted to the Accounts Receivable account in the general ledger; 
the total of the second column, to the department sales account 
as indicated by the name of the column. The total of the third 
column is not posted because the entries in this column are 
general ledger items which are posted individually. The totals 
of the “Bank’’ columns are posted to the debit of the Bank 
accounts in the general ledger. When all cash received is de- 
posited, these two Bank accounts represent the cash receipts. 
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Illustration No. 112, Cash Receipts Journal 


Sometimes a voucher check is used when the voucher method 
is employed. A voucher check is one which shows the items 
for which the check is issued in payment. When it is endorsed 
by the payee and passed through the bank, it becomes a receipt 
for the items shown on the check. The items for which the check 
is issued may be shown on the face of the check in space pro- 
vided at the left-hand end, or they may be shown on the back of 
the check. Occasionally, a voucher blank of the same size as the 
check is attached to the check. In this case the voucher blank 
and the check are folded so that the details are inside and the 
endorsement can be placed on the back of the voucher blank. 


The Sales Record 


In a large business, where sales are numerous, it is not practical 
to make an entry in a sales record for each sale made. Usually 
a copy of the sales invoice is made and this is used as a basis of 
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the sales record. Sometimes the copy of the sales invoice is 
filed ina loose-leaf binder, and at the end of the month the total 
of all the invoices is obtained and posted to the Accounts Re- 
ceivable and Sales accounts. The charges to the customers’ 
accounts are made from the separate invoices. If an analysis of 
the sales is desired to show the sales of different commodities, 
this analysis can be made from the copy of the sales invoice. 
One method of making this analysis is to classify the sales as 
shown by the invoices by the use of columnar paper. If several 
classifications are to be made, it is desirable to use tabulating 
machines to make the analysis. The use of such machines will 
be explained in a subsequent chapter. In any case the copy of 
the sales invoice serves as the basis: 


1. For posting to the individual customers’ account. 
2. For posting to the general ledger. 
3. For making any analysis desired. 
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Illustration No. 1138, Sales Journal 


Notes Receivable and Notes Payable Journals 


If the notes received by a business from its customers are 
not too numerous, they may be recorded in the general journal 
and posted individually to the debit of Notes Receivable. If 
numerous notes are received, it is usually expedient to have a 
separate “Notes Receivable” column in the journal, the total of 
which is posted to the debit of Notes Receivable. If the number 
of notes received is very large, it is expedient to have a separate 
notes receivable journal in which to record them. This journal 
will serve as a posting medium, hence it is unnecessary to make 
any record of such notes other than in the notes receivable journal. 
The form of such a record is shown in Illustration No. 114. 
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Notes Receivable 
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Illustration No. 114, Notes Receivable Journal, Left Page 


Notes Receivable 
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Illustration No. 114, Notes Receivable Journal, Right Page 


The method of handling notes receivable outlined in the 
preceding paragraph applies equally well to the method of han- 
dling notes payable by the use of a special journal. The form of 
a notes payable journal is shown in Illustration No. 115. 


Notes Payable 
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Illustration No. 115, Notes Payable Journal, Left Page 


Notes Payable 
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Illustration No. 115, Notes Payable Journal, Right Page 
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QUESTIONS FOR CLASS DISCUSSION 
at pees 


“In both the small and the large business, it is necessary that 
some effective control be exercised over the expenditures for 
purchases of materials, assets, and services.” Give reasons 
why this control is necessary. 


sees 


Compare the methods of control over expenditures in a large 
and in a small business. 
ee eee 


Explain the relation of the voucher files to the voucher register. 


aly, aes 


Is the voucher mailed to the vendor with the check in payment 
for the amount due as shown by the voucher? Give reasons for 
your answer. 

cer ae 


(a) What information is contained in the voucher register 
that will not be contained in the purchases journal? (b) When 
a voucher register is used, would you maintain a purchases 
journal also? Why? 

ye 


Describe the method of posting from the voucher register to 
the various accounts. 
ey ae 


In examining the voucher register of the Ferro Construction 
Company, it is found that the total of the debit columns is larger 
than the total of the ‘‘Vouchers Payable’ column. Can you give 
any reason for this difference in amounts? 


ceva 


(a) Explain the relation of the voucher register to the cash 
records. (b) From the point of view of reducing accounting 
entries, what advantage is there in using vouchers? 


poor lacs 


When a voucher is issued for each purchase of material, 
assets, or services, is it necessary to maintain an account with 
each vendor? Give reasons for your answer. 
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(ye 


The Vouchers Payable account in the general ledger of the 
Anderson Mercantile Company is as follows: 


VOUCHERS PAYABLE 


| 


192 192 
Dec. | 31 V9 | 202,600 


Weems C11}; 172,500 


What information does this account show? 


saa I he 


How could the information recorded in the account in Question 
10 be verified? 
al Oe 


How will the information given in the account in Question 10 
be shown on the Balance Sheet? 


=o 


From what you know of business organization, how do you 
account for the separation of the cash receipts journal and cash 
disbursements journal, and for their control by two different 
officials? 

as ee 


Compare the methods you would use for entries with reference 
to sales in a business of 1,000 annual sales and a business of 
50,000 annual sales. 


at see 


May 1, Jenkins Brothers received a 6% interest-bearing note 
for $500.00, dated April 1, from C. H. Davenport, a customer, 
to apply on account at its present value. What entry will be 
required in the general journal for this note? 


== Ge 


(a) If the notes receivable book is ruled for the information 
necessary in posting, how would the note referred to in the pre- 
ceding question be recorded therein? (b) How would it be 
posted? 
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\ LABORATORY MATERIAL 
Exercise No. 191 


Vouchers were issued by the American Manufacturing Com- 


pany during the month of July as follows: 
il, 


2. 


5. 


12. 


14, 


17. 


IE 


7A hs 


25. 


28. 


31. 


Telephone service for the month, $10.00. 

Purchased from Johnson eemne Company, on account, 
office supplies, $25.00; advertising material, $36.50. 

Purchases as follows: 

Davis Brothers, terms account, raw materials, $421.50; 
merchandise, $210.00. 

Day & Brown, terms 3/10, n/30, raw materials, $650.00; 
merchandise, $150.00. 

Payroll: labor, $750.00; foremen and _ superintendent, 
$150.00; office employes, $100.00; employes in the sales 
department, $150.00. 

Purchased from the Dietz Desk Company on account an 
office desk and chair, $125.00. 


Renewed the petty cash fund of $50.00; previous charges: 
selling expenses, $21.00; freight and expenses in, $6.50; 
delivery expenses, $2.50; stamps and other office expenses, 
$12.50; purchases expenses, $4.00. The amount of the 
vouchers is sufficient to bring the fund up to $50.00. 


Payroll: labor, $750.00; foremen and _ superintendent, 
$150.00; office employees, $100.00; employes in the sales 
department, $150.00. 

Purchases as follows: 

W. B. Lockett & Company, terms 3/10, n/30, merchandise, 
$610.50; raw materials, $205.50. 

Allen Brothers, terms 2/10, n/30, raw materials, $1,650.00. 


Central Machine Company, repairs on machine, $148.50. 

Debit Manufacturing Expense. 

Payroll: labor, $750.00; foremen and_ superintendent, 
$150.00; office employes, $100.00; employes in the sales 
department, $150.00. 


Purchased from Atkinson & Son on account, raw materials, 
$125.50; merchandise, $67.75. 


Payroll: labor, $750.00; foremen and_ superintendent, 
$150.00; office employes, $100.00; employes in the sales 
department, $150.00. 


Gave Central Realty Company a check for $250.00 rent. 


INSTRUCTIONS: 1. Rule a voucher register containing columns 


for Vouchers Payable, Raw Materials, Merchandise, Labor, Manufacturing 
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Expense, General Expense, Selling Expense and Sundry Accounts, and 
record the above vouchers in this register. : , 

2. Make the entries in the cash disbursements journal, assuming that 
checks have been issued for all vouchers, except purchases on account. 
The cash disbursements journal should have a column for Vouchers Payable, 
Purchases Discount and Citizens National Bank. : ; 

3. Post the entries affecting the general ledger accounts including the 
totals; allow four lines for each account. 

4. Take a Trial Balance. 


Exercise No. 192 


Vouchers were issued for the following transactions of the 
Franklin Printing Company during the month of November: 


2. Bay State Paper Company, paper to be placed in stock, 
terms 2/10, n/30, $827.50. 
United States Envelope Company, envelopes to be placed in 
stock, terms 1/10, n/30, $65.70. 


3. Simmonds McMullen & Company, insurance on plant and 
machinery, $300.00 cash. 


4, Pennsylvania Oil Company, factory supplies, $3.50 cash. 
Bradford Belting Company, repairs on belt on linotype 
machine (composing room expense), $3.80 cash. 
8. Whitaker Paper Company, Tympan Paper for use on the 
cylinder press (press room expense), on account, $28.50. 
Payroll, $605.00: labor, $348.00; foreman in the press room, 
$50.00; foreman in the bindery, $50.00; foreman in the 
composing room, $50.00; selling expense, $25.00; general 
expense, $82.00. 
11. E.C. Fuller Company, factory supplies, $14.60 cash. 


13. Diamond Machine Company, $32.50 cash; repairs on ma- 
chines in press room, $8.25; composing room, $6.20; 
bindery, $18.05. These are expenses of the three de- 
partments. 

15. Payroll, $605.00: labor, $348.00; foreman in the press room, 
$50.00; foreman in the bindery, $50.00; foreman in the 
composing room, $50.00; selling expense, $25.00; general 
expense, $82.00. ; 

Renewed the petty cash fund, $19.60. Charges for previous 
expenditures as follows: press room, 60 cents; bindery, 
$1.00; selling expense, $7.00; general expense, $6.00; 
advertising, $5.00. 

19. Dearborn Paper Company, on account, paper to be placed 
in stock, $221.50. 

22. Payroll, $605.00: labor, $348.00; foreman in the press room, 
$50.00; foreman in the bindery, $50.00; foreman in the 
composing room, $50.00; selling expense, $25.00; general 
expense, $82.00. 
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24. Citizens’ Telephone Company, telephone service, $4.50. 

29. Payroll, $605.00: labor, $348.00; foreman in the press room, 
$50.00; foreman in the bindery, $50.00; foreman in the 
composing room, $50.00; selling expense, $25.00; general 
expense, $82.00. 

30. Armstrong Realty Company, rent, $200.00; charge one- 
fourth to general expense and the other three-fourths 
equally between the press room, composing room and 
bindery. 

Underwood Typewriter Company, typewriter, $100.00. 


INSTRUCTIONS: 1. Rule a voucher register with columns for 
Vouchers Payable, Materials, Labor, Press Room Expense, Composing 
Room Expense, Bindery Expense, Selling Expense, General Expense and 
Sundry Accounts, and record the above transactions in the order given. 

2. Make the entries in the cash disbursements journal, assuming that 
checks had been issued for all vouchers, except purchases on account. The 
cash disbursements journal should have columns for Vouchers Payable, 
Purchases Discount and American National Bank. 

3. Post the entries affecting the general ledger accounts, including the 
totals, allowing four lines for each account. 

4. Take a Trial Balance. 


Exercise No. 193 
The following transactions affecting the Notes Receivable and 

Notes Payable accounts were performed by the D. C. Carpenter 

Company during the month of October: 

5. Received from Smith Brothers to apply on account, note 
for $250.00 dated today, due in 60 days. Gave them 
credit for the face of the note less interest at 6% from 
October 5 to maturity. 

6. Borrowed $5,000.00 from the First National Bank on firm’s 
30-day note dated today with interest at 6%. Received 
credit for the face of the note. 

7. Received from Rice & May to apply on account, note for 
$650.00. This note was signed by N. L. Roberts made 
payable to Rice & May and endorsed by them. It is 
dated September 2, due in 90 days with interest at 6%. 
Gave them credit for the face of the note plus interest to 
date. 

10. Accepted Higley Brothers 10-day draft for $1,000.00 dated 
October 9, to apply on account. 

15. Gave the Citizens’ Motor Car Company two notes for 
$500.00 each dated today, due in 30 and 60 days respec- 
tively, with interest at 6% from date, as part payment of 
a motor truck to be used in the delivery department. 

18. Received from Simpson Brothers, to apply on account, their 
60-day note for $650.00, signed by G. W. Welsh, and 
made payable to Simpson Brothers and endorsed by 
them. It is dated September 18, with interest at 6% from 


728 BOOKKEEPING AND ACCOUNTING [Ch. 47 


date. Gave them credit for the face of the note plus 
interest to date. : 

25. Gave C. A. Arnold & Son our note dated today, due in 60 
days for $1,010.00 in payment of account of $1,000.00 
and interest on the account for 60 days, $10.00. 

27. Received from Robert E. Menz, two notes in full of account, 
one for $500.00 dated today and due in 60 days, and the 
other for $365.75 dated today and due in 90 days, each 
with interest at 6% from date. 


INSTRUCTIONS: 1. Prepare a notes receivable and a notes payable 
journal similar to Illustrations Nos. 114 and 115, and record the above 
transactions. : ; 

2. Post the entries affecting the general ledger accounts, including the 
totals, allowing four lines for each account. 

3. Take a Trial Balance. 


Exercise No. 194 


The cash receipts for the Robert McFarland Company for the 
month of July were as follows: 


9. Received a check from Richards for $123.54, in payment 


for account, less $3.82 discount. 

Enter the amount of the check, plus the discount, in the “‘Accounts 
Receivable’ column, and the discount in the ‘Sales Discount’’ 
column on the same line. 


10. Cash sales, $382.50. 


12. Received notice from the First National Bank that note 
for $689.87 has been collected, and the amount of the 
note, with $10.34 interest, has been placed to the credit 
of the firm. 

18. Received check from Albert Bell & Son for $86.75 in full 
of account. 


15. Cash sales, $631.83. 


15. Deposited the cash receipts to date ($1,224.62) in the First 
National Bank. 


20. Received check from Miller Brothers for $400.00 in payment 
for note due today. 


25. Received checks from customers as follows: 
L. A. Arnold, $229.54; discount, $4.68. 
General Mercantile Company, $150.00; discount, $4.64. 
S. A. Watters, $214.32; discount, $6.63. 


28. Cash sales, $407.16. 


31. Deposited all cash received to date ($1,401.02) in the First 
National Bank. 


INSTRUCTIONS: 1. Rule a cash receipts journal with columns for 
General Ledger, Accounts Receivable, Sales Discount, Cash Sales and First 
National Bank, and record the above transactions. 

2. Post the entries affecting the general ledger accounts, including the 
totals. An account is kept in the general ledger with First National Bank. 

38. Take a Trial Balance. 


CHAPTER XLVIII 
APPLICATION OF THE PRINCIPLES—A PRACTICE SET 


Purpose of Chapter 


__ The purpose of this chapter is to provide material which will 
illustrate and require the application of principles discussed in 
the preceding chapters. Its specific purpose is as follows: 
1. To provide practice in the use of the accounts and 
records peculiar to a corporation. 
2. To provide practice in the operation of the major 
accounts of a manufacturing business. 
3. To provide further practice in the preparation of 
accounting records, accounts, and reports. 


Details are eliminated as much as possible, routine trans- 
actions are reduced to a minimum, and the transactions are 
selected so as to illustrate the important principles with reference 
to corporation and manufacturing accounts. Clerical work is 
eliminated in every way possible so that the student may be 
left free to concentrate on the principles involved. 


Description of Practice Set 

This set represents a manufacturing business conducted by 
a corporation. In order to make the manufacturing transactions 
as simple as possible, it was deemed advisable to select a business 
producing only one commodity, of which the production process 
is short and simple. For this reason, an ice cream manufacturing 
business was chosen. The transactions given in the set were 
adapted from the records of a manufacturing business. Changes 
were made to reduce the number of the routine transactions and 
to increase the number of the strictly corporation transactions. 
The transactions given, however, are representative of those of 
the business from which the data for this set was obtained. 


Although this set is based on the records of a business manu- 
facturing ice cream, it is not its primary purpose to illustrate the 
accounting for such a business; rather, this business was chosen 
because the transactions performed by it were thought suitable 
to illustrate in a simple manner the principles of manufacturing 
and corporation accounting of primary importance, which are 
applicable to any line of business. 
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The transactions cover a period of two months. At the end 
of the first month the student takes a Trial Balance and pre- 
pares the financial reports, but does not close the ledger. At the 


end of the second month a Trial Balance is taken, a Balance 
Sheet and a Statement of Profit and Loss prepared, and the 


ledger closed. 


Accounts Used 


Before making any entries, the student should familiarize 
himself with the general ledger accounts given below. 


First National Bank (4) 

Farmers Trust Company (4) 

Petty Cash (4) 

Notes Receivable (4) 

Accounts Receivable (9) 

Reserve for Bad Debts (4) 

Accrued Accounts Receivable (4) 

Inventory of Finished Goods (4) 

Inventory of Merchandise (4) 

Inventory of Raw Material (4) 

Subscriptions Receivable—Common 
Stock (16) 

Subscriptions Receivable—Preferred 
Stock (11) 

Prepaid Insurance (4) 

Office Supplies (9) 

Sales Dept. Supplies (6) 

Advertising Supplies (5) 

Ice (12) 

Factory Supplies (6) 

Office Equipment (6) 

Reserve for Depreciation of Office 
Equipment (4) 

Delivery Equipment (4) 

Reserve for Depreciation of Delivery 
Equipment (4) 

Machinery and Factory Equipment 
4 


Reserve for Dep. of Machinery 
and Factory Equipment (4) 

Buildings (4) 

Reserve for Dep. of Buildings (4) 

Land (4) 

Goodwill (4) 

Parker & Thompson, Vendors (11) 

Accounts Payable (6) 

Notes Payable (5) 

Vouchers Payable (9) 

Accrued Accounts Payable (5) 

Dividends Payable, Preferred Stock 
(4 


Mortgage Payable (4 


Capital Stock—Common (4) 
Unissued Capital Stock—Common 


(7) 
Capital Stock Subscribed—Common 


( 
Capital Stock—Preferred (4) 
Unissued Capital Stock—Preferred 
5 


(5) 
Capital Stock Subscribed—Preferred 


(6) 
Treasury Stock—Preferred (4) 
Surplus (4) 
Ice Cream Sales (7) 
Ice Cream Sales Returns (5) 
Ice Cream Sales Allowances (4) 
Raw Material (5) 
Freight In (8) 
Direct Labor (7) 
Indirect Labor (7) 
Ice Expense (4) 
Light, Heat and Power (4) 
Repairs on Machinery (4) 
Factory Repairs (4) 
Depreciation on Buildings (4) 
Depreciation on Machinery 
Factory Equipment (4) 
Miscellaneous Factory Expense (5) 
Merchandise Sales (16) 
Merchandise Purchases (5) 
Advertising Expense (5) 
Delivery Expense (10) © 
Miscellaneous Selling Expenses (11) 
Officers’ Salaries (5) 
Loss on Bad Debts (4) 
Miscellaneous Expenses (11) 
Purchases Discount (5) 
Interest Earned (8) 
Interest Cost (8) 
Manufacturing (14) 
Trading (10) 
Profit and Loss (12) 


and 


The number immediately following each account title indi- 
cates the number of lines to be allowed for the account when it 


is opened in the ledger. 
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Explanation of Accounts 


The purpose of the accounts in the foregoing outline has been 

explained and illustrated in previous chapters. For this reason 
few references are required in connection with most of the trans- 
actions in the practice set. The following explanations are ap- 
plicable to the special use of certain accounts in this set: 
_ Cash. An account is maintained with each of the two banks 
in which deposits are made. Cash receipts, when deposited, are 
entered in the cash receipts journal in the appropriate “Bank 
Dr.”’ column, and checks, when issued, are entered in the cash 
disbursements journal in the appropriate ‘‘Bank Cr.’’ column. 
All cash receipts are deposited, and all payments are made by 
check except small currency payments, which are provided 
through a petty cash fund. The cash owned by the business, 
therefore, is represented by the balances of the two bank ac- 
counts and the petty cash fund. 


Accrued Accounts Receivable. Accrued accounts receivable 
are the accounts resulting from accrued income at the close of 
the fiscal period. For the sake of brevity, all accrued accounts 
receivable will be shown in one account. The nature of each 
_ item will be shown in the explanation column. On the Balance 

Sheet each item will be shown separately. 

Goods in Process. It will be noticed that there is no account 
for Goods in Process Inventory. Due to the brevity of the manu- 
facturing process, all goods in process are completed each day; 
consequently, there is no inventory of goods in process at the end 
of the month. There is also no need for setting up a Goods in 
Process account during the period of operation. At the end of 
the month, the raw materials on hand will be deducted from the 
raw materials purchases plus the inventory of raw materials at 
the beginning of the month, to determine the cost of the materials 
used in manufacturing. To this is added the cost of labor and 
manufacturing expenses for the month to determine the cost of the 
goods produced during the month. The cost per gallon is ascer- 
tained by dividing the total cost of the goods manufactured 
during the month by the number of gallons manufactured. Al- 
though different kinds of cream are manufactured, they differ 
only as to flavor, color, and form in which used. In the business 
under consideration, all the cream manufactured is of the same 
grade and therefore costs the same to produce. 


Vouchers Payable. This account takes the place of Accounts 
Payable. It is a controlling account for the vouchers issued. 
At the end of the month it is credited with the total vouchers 
issued during the month as shown by the total of the ‘Vouchers 
Payable” column in the voucher register, and debited with the 
total vouchers paid during the month as shown by the ‘‘Vouchers 
Payable” column in the cash disbursements journal. The balance 
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of this account shows the total vouchers unpaid at the end of 
the month. 


Accrued Accounts Payable. Accrued accounts payable are 
the accounts resulting from accrued expenses at the close of the 
fiscal period. The accrued payables, like the accrued receivables, 
are shown in one account. The name of each item is entered in 
the explanation column. On the Balance Sheet the items are 
shown separately. 


Sales. The principal sales of the company are the ice cream 
which it manufactures; these are termed Ice Cream Sales. For 
the convenience of customers, ice cream cones, extracts, and 
similar items are offered for sale; these are termed Merchandise 
Sales. Customers who buy ice cream are supplied with ice at 
cost; these sales are credited to the Ice account, thereby reduc- 
ing the charge for ice to the manufacturing company. 


Labor. The wages of factory employes who produce the ice 
cream manufactured are recorded in the Direct Labor account. 
This cost appears separately on the Statement of Profit and Loss 
as one of the three costs entering into the cost of goods manu- 
factured. The wages of factory employes whose work is not 
applied directly to the manufacturing of the product are recorded 
in the Indirect Labor account. This cost appears on the State- 
ment of Profit and Loss as one of the manufacturing expenses. 


Depreciation. Depreciation on buildings is debited to an 
account with Depreciation on Buildings, and depreciation on 
machinery and factory equipment, to an account with Depre- 
ciation on Machinery and Factory Equipment. Both of these 
are manufacturing costs and are grouped with the other manu- 
facturing costs on the Statement of Profit and Loss. Deprecia- 
tion on office equipment is debited to the Miscellaneous Expenses 
account, and depreciation on delivery equipment is debited to 
the Delivery Expense account. 


Manufacturing and Trading Accounts. The Manufacturing 
and Trading accounts are used as summary accounts for closing 
purposes in the manner explained in Chapter XLVI. 


Customers’ Accounts. The individual accounts of the cus- 
tomers will be shown in the accounts receivable ledger in alpha- 
betical order according to the following list. The number imme- 
diately following each name in the following list indicates the 
number of lines to be allowed for the account when it is opened 
in the accounts receivable ledger. 


Allen Drug Company (7) College Inn (7) 

American Cafe (9) Cooper & Cooper (7) 
Barnum & Co. (8) Cox Drug Store (7) 

S. M. Black (20) Cummins & Co. (38) 

Castle Hotel (8) Engleman’s Delicatessen (4) 


Cline’s Restaurant (7) Excelsior Candy Company (5) 
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Jackson Hotel (6) North Side Boat Club (4) 
Jenkins Bros. (17) Olson’s Restaurant (3) 
Jones Company (9) Palace Candy Co. (8) 
Lake Side Park Co. (6) Peterson’s Confectionery (6) 
Lake View Pharmacy (5) M. L. Roberts (7) 
Manning Manufacturing Co. (8) Robey & Son (7) 
Meisner & Meisner (12) Scott & Lanning (15) 

W. E. Mitchell (7) Star Cafeteria (7) 
Morgan’s (9) Stewart & Stewart (3) 
Morris & Morris (7) R. G. Thorley & Son (4) 
New York Candy Co. (3) West Side Drug Store (5) 


Creditors’ Accounts. When the voucher system is used, it is 
not necessary to maintain an account with each creditor. A 
voucher is prepared for each purchase and recorded in the vouch- 
ers payable register and the total posted to a Vouchers Payable 
account which takes the place of Accounts Payable. 


Books of Original Entry 

The following books of original entry are used in this set: 
cash receipts journal; cash disbursements journal; sales journal 
with special columns; sales returns journal; voucher register 
with special columns; notes receivable and payable journals 
with special columns; and general journal. ‘Transactions will 
be posted from these books to the general ledger and the accounts 
receivable ledger. A controlling account will be maintained in 
the general ledger for accounts receivable and vouchers payable. 


Auxiliary Books 

A subscribers journal is used to record subscriptions, and a 
subscribers cash book to record cash collected on account of sub- 
scriptions. These are auxiliary books for convenience in posting 
to the subscribers ledger. A petty cash book is also maintained 
as a subsidiary record of payments from the petty cash fund. 


Explanation of Books Used 

Full information is given on the inside cover of each book of 
original entry and auxiliary book regarding its use. This is con- 
sistent with the discussion of the books previously illustrated. 


Corporate Records 

An account will be kept with each subscriber for stock in the 
subscribers ledger, showing the par value of the stock subscribed 
and payments on the same. When the stock subscribed has all 
been paid, the account in the subscribers ledger will balance, and 
an account will be opened with the subscriber in the stockholders 
ledger. Accounts with subscribers for common and preferred 
stock will be kept separate both in the subscribers ledger and in 
the stockholders ledger. The ruling in the subscribers ledger 
will be the standard form of ledger ruling, and that in the stock- 
holders ledger will be the form illustrated in Chapter XLIII. 
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PRACTICE SET No. 4 


Manufacturing Business 


Superior Ice Cream Company, Incorporated 


PRELIMINARY DATA 


J. A. Parker and H. D. Thompson are operating an ice cream 
manufacturing business as partners under the firm name of 
Parker & Thompson. J. A. Parker owns two-thirds and H. D. 
Thompson one-third of the net assets of the business. J. A. 
Parker wishes to retire and has agreed to sell his interest to a 
corporation promoted by H. D. Thompson. It is agreed that 
this corporation when organized shall pay the partners $135,000.00 
for the business. 


With this agreement, H. D. Thompson succeeds in interest- 
ing some of his business acquaintances. They hold a meeting 
and decide to incorporate under the name of the Superior Ice 
Cream Company, with an authorized capital stock of $150,000.00, 
having one thousand shares of common stock, par value $100.00, 
and five hundred shares of 7% cumulative preferred stock, par 
value $100.00. The organizers agree to subscribe for sufficient 
common stock to provide the necessary working capital for the 
corporation at the beginning of its operations. Common and 
preferred stock will be offered for sale on the market as addi- 
tional funds are needed for the operations of the business. 


In pursuance of this policy, the following subscriptions to 
common and preferred stock are made with the understanding 
that H. D. Thompson is to accept 450 shares of common stock 
in payment for his interest in the assets of the partnership; that 
J. A. Parker is to accept 300 shares of preferred stock in part 
payment for his interest in the assets of the partnership; and 
that each of the other subscribers is to pay half of the par value 
of the stock subscribed upon call of the board of directors and 
the remaining half in two equal installments, each to be paid on 
separate calls of the board of directors. H. D. Thompson sub- 
scribed for fifty shares in addition to the 450 shares which he 
accepts as payment for his interest in the partnership. 


Subscribers to common stock: 


He), Lhompsony222 Mein St. eee 500 shares 

George Rooney, 605 Main St............ 150 shares 

M. E. McMahon, 117 Haddon Place... .150 shares 

As black, 140. Walnutast seman ane 15 shares 

M.-Ee Johnson,1250 UnioniStew sa. 10 shares 
Subscriber to preferred stock: 

JA. Parker: 4:55 > ic. See ee 300 shares 
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July 1 at a meeting of the stockholders, the following were 
elected as directors: George Rooney, M. E. McMahon, H. D. 
Thompson, A. J. Black, M. L. Johnson. 


The incorporators apply to the Secretary of State for a charter. 


July 8 the Secretary of State grants the charter and it is 
properly registered. 


The directors have elected the following officers: George 
Rooney, President; M. E. McMahon. Vice-President; H. D. 
Thompson, Secretary-Treasurer. 

' The entries required are explained below. 


OPENING ENTRIES 
July 9 


No.1. At the meeting of the board of directors held on this 
date, the following business was transacted: 


(1) The bookkeeper was requested to record the authorized 
capital stock and subscriptions. 


(2) It was agreed to purchase the assets of Parker & Thomp- 
son, assuming all liabilities as shown by the Balance Sheet prepared 
at the close of business on this date. (See page 736.) The pur- 
chase price is $135,000.00, payable as follows: 


(a) J. A. Parker: cash, $10,000.00; four notes for 
$5,000.00 each, with interest at 6% from July 10, 
payable in 30, 60, 90 and 120 days respectively; 
a five-year mortgage note for $30,000.00, with inter- 
est at 6%, interest payable semi-annually; 300 
shares preferred stock in the Superior Ice Cream Co. 


(b) H. D. Thompson: 450 shares of common stock in 
the Superior Ice Cream Company. 
The business of Parker & Thompson is to be taken over as of 
July 10, and payment is to be made at that time. 


(3) A call is issued for payment on July 10 of one-half of 
the stock subscribed for by the original subscribers. 


The actions of the board of directors at this time will require five entries 
in the general journal: (a) an entry to record the authorized capital stock, 
(b) an entry to record the subscriptions, (c) two entries to record the purchase 
of the Parker and Thompson business, and (d) an entry to record the pay- 
ment of the subscriptions of Parker and Thompson by applying their sub- 
scriptions on the amount due them from the sale of their business. Similar 
entries are shown on pages 629 and 630. 

Record the five subscriptions to common stock and the one subscription 
to preferred stock in the subscribers journal. 

Instructions regarding the issue of stock and payment of the former 
partners are given later. 
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PARKER & THOMPSON 
BALANCE SHEET, JULY 9, 192 


ASSETS: 
Nccountsenecelvables ae eee eee 6,102 
Inventory of Finished Goods.............. 1,975 
Inventory of Merchandise................. 525 
Inventory of Raw Materials............... 7,600 
Offices. quipmentaaa eee cee nee cia 1,782 
DelivervaHquipmente ere cine 6,400 
Machinery and Factory Equipment........ 32,400 
‘Buildings #8 Fo) Ales Ce oe ee 40,612)/50 
Tan ae ee aa ccc ee eae ee eee 30,000 
Total Assets ....ct2cn ei i ee eee 127,396|50 
LIABILITIES: 
Accountssbayablesnas eee ae 3,300 
Net Proprictorshilpreeeen eee 124,096\50 


Schedule of Accounts Receivable 


Allen Drug Company, 9th and Main........... $ 87.50 
American ales Lou lalnins veer t tenet nner 165.50 
Seve Blacks Mia yavllll Center tea ns ieee ere 1,510.00 
CastlesHotelaoleesixteenthstesetitaaeaeeeneee 217.00 
College Inn, 582 University Ave..;>:...........- leo” 
Cox Drug Store, Valley Junction............... S035 
JacksonyHotelas4 on Wik nine S Cae erent ee 70.00 
Jenkins Brothers w\laryvill epee eee 1,468 .30 
Lake View Pharmacy, 2176 Lake Ave........... 206.20 
Meisner & Meisner, Benwood................. 840.00 
W. E. Mitchell, 480 Walnut St....... Picea, ee nia 214.50 
Monganis42 Ga ee HL OUct les Usenet nant mene 19.00 
Scothicuanning Clinton sei arene 1226215 
Total 7 So AW at, SES AG. Aire LR $6,102 .00 
Schedule of Accounts Payable 
IWS NOS (CO, WE AMIE Steg soncaccaonacgp oat $2,150.00 
Johnson Dairy Co., Englewood................ 49.00 
Lake View Dairy, 456 Market St............... 560 .28 
South Side Ice Co., 40 W. Second St............ 540.72 
Total 25322 ees eee ae eee $3,300 .00 


_ Open an account in the accounts receivable ledger with the customers 
given in the list on page 732, allowing the space indicated by the number 
after the name of the account. Since the accounts are to be arranged alpha- 
betically, open all the accounts now so that each will be in the proper order. 
In practice the bookkeeper would use loose sheets for the customers’ ac- 
counts and arrange them alphabetically as the accounts were opened. Record 
in the proper account the amount due each customer as given in the schedule 
of Accounts Receivable accompanying the Balance Sheet. Verify the 
correctness of your records. 
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July 10 


No. 2. Vouchers Nos. 1, 2, 3 and 4 have been prepared pay- 
able to the creditors of Parker & Thompson, as shown on the 
schedule of Accounts Payable accompanying the Balance Sheet, 
and Voucher No. 5 in favor of J. A. Parker for the $10,000.00 
cash to be paid him. 


_ The bookkeeper records each voucher issued in the vouchers payable 
register. The five vouchers in this transaction will require five entries in 
the vouchers payable record, the amount in each case being entered in the 
“Vouchers Payable, Cr.’’ column at the left and the “Sundry Accounts, 
Dr.” column at the right. The name of the one to whom the voucher is 
payable is entered in the name column at the left; Accounts Payable is written 
in the “Name of Account” column at the right for the first four and Parker 


& Thompson, Vendors, for the fifth one. 


No. 3. Received the following checks in payment for one- 
half of the stock subscribed: George Rooney, $7,500.00; M. E. 
McMahon, $7,500.00; H. D. Thompson, $2,500.00; A. J. Black, 
$750.00; M. L. Johnson, $500.00. 

Record the $18,750.00 cash as a credit to the Subscriptions Receivable— 
Common Stock account in the cash receipts journal; enter the amount in 
a ee Ledger column. Record each cash receipt in the subscribers 
cash book. 


No. 4. H. D. Thompson, the secretary and treasurer of the 
corporation, has opened an account with the First National 
Bank and deposited all the checks received on account of stock 
sold; cash received in the operations of the business will be 
deposited daily. 

An account is kept in the general ledger with the First National Bank, 
and columns are provided for transactions with the bank in the cash receipts 


and cash disbursements journals. This deposit will be entered in the cash 
receipts journal in the ‘‘First National Bank’’ column. 


No. 5. Gave J. A. Parker a check for $10,000.00, four notes 
for $5,000.00 each, a mortgage note for $30,000.00 and 300 shares 
of preferred stock as per agreement. Issued 450 shares of common 


stock to H. D. Thompson per agreement. 

This transaction will require (a) an entry in the Vouchers Payable and 
First National Bank columns in the cash disbursements journal, (b) four 
entries in the notes payable journal, and (c) two entries in the general journal, 
one to record the mortgage payable and one to record the preferred and 
common stock issued. 

Post to the general ledger accounts from the general journal, cash 
receipts journal, the “Sundry Accounts, Dr.”’ column in the vouchers pay- 
able register and the debits to the Parker & Thompson, Vendors, account 
in the notes payable journal. When the voucher system is used, the cash 
disbursements journal is not posted until the end of the month. The totals 
of the columns are not to be posted at this time. ; 

Post the entries in the subscribers journal to the subscribers ledger. 
Post also to the subscribers ledger (a) the general journal entry recording 
the payment of the subscriptions of Parker and Thompson, and (b) the 
entries in the subscribers cash book. Allow five accounts to a page. 

Open accounts in the stockholders ledger and record the common and 


preferred stock issued in the proper accounts. 
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MEMORANDA OF TRANSACTIONS FOR JULY 


July 11 


No. 6. R. W. Boyd, 609 Market St., subscribed for six 
shares common stock. Received his check for $300.00, in pay- 
ment of the first installment of fifty per cent. Payment of the 
balance is subject to the call of the board of directors the same 
as other stock that has been issued. 


Enter in the general journal, cash receipts journal, subscribers journal, 
and subscribers cash book. 


No. 7. Issued Voucher No. 6 to the Remington Typewriter 
Co. for the purchase of a new typewriter, $110.00. Gave in 
payment, an old typewriter valued at $55.00 and Check No. 2 
on the First National Bank for $55.00. 

Record the voucher in the voucher register and the allowance for the 
old typewriter in the general journal. Debit Office Equipment in the “‘Sun- 
dry Accounts” column in the voucher register for the purchase price of th 
new typewriter. Debit Vouchers Payable and credit Office Equipment in 
the general journal for the value of the old typewriter. Enter the check in 
the “Vouchers Payable’? column in the cash disbursements journal. 


No. 8 Sales on account for the day as follows: 


American: Cates 2on Main stay eee ee lceiCream=s ese $ 17.00 
JACKSONGELOLEL 34 OVW NILES tees yeeros Ci Ses Re, 22.00 
Castlesotel GlSall6 thts tert stron eee ret} ase pa 23.00 
Lake View Pharmacy, 2176 Lake Ave..... ‘“ aan gh PE Rey 27.00 

Merchandise..... Ills: 
Lake Side Park Co., Lake Side Park...... Ice Cream....... 57.00 

Teese Sheer ostee 1.50 
Jones Company, 610 Plum St.............Ice Cream.:..... 16.50 
Meisner & Meisner, Benwood............ MS a Mitesst 119.00 


Frequently, the entries in the accounts receivable ledger are made 
direct from the carbon copies of the invoices and duplicate invoices are filed 
as the sales book record. In this set the original entries for sales will be 
made in the sales journal and the entry in the individual accounts posted 
from this record. 


No. 9. Cash sales for the day: ice cream, $27.50. 


Enter in the “Ice Cream Sales” column in the cash receipts journal. 


No. 10. Deposited the cash received today ($327.50) in the 
First National Bank. 


July 12 
No. 11. Issued Vouchers Nos. 7, 8, 9, 10, and 11 for the 
following purchases: 
American Printing Co., Commercial Tribune Bldg., ac- 
count; stationery, books and supplies, $123.35. 


Steubing Truck Co., 18 Front St., 3/10, n/80; trucks, 
$87.00. 
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Lake View Dairy, 456 Market St., account; milk, $152.00. 


Landis & Co., Morristown, 2/10, n/30; sugar and other 
raw materials, $920.00. 


Arctic Ice Co., 192 First St., account; ice, $17.38. 


Debit Office Supplies for the first invoice, Machinery and Factory 
Equipment for the second, Raw Material for the third and fourth invoices, 
and Ice for the fifth invoice. The first and second entries are made in the 
“Sundry Accounts’ column and the other three in the special columns pro- 
vided in the voucher register. Milk, sugar, eggs, flavoring, etc., constitute 
raw materials used in the manufacture of ice cream. Ice is purchased for 
resale and the packing of ice cream, but is not regarded as one of the raw 
materials which enter into the manufacture of ice cream, hence the cost is 
entered in a special account. 


July 13 


No. 12. J. H. Rainsberger, 301 Central Ave., subscribed for 
twelve shares common stock. Received his check for $600.00, 
in payment of the first installment of fifty per cent. Payment 
of the balance is subject to the call of the board of directors. 


No. 18. Sales on account for the day as follows: 


Seep blacks \laryvill comers sate Neer@reampe ae $184.00 
West Side Drug Store, West Side......... ‘ Bee ESED Het Sid 16.50 
Merchandise..... 2.85 
Star Cafeteria, 400 E. Fifth St............ leetCreaminn PME ID 
DR GSI id wrebeeiin SAY b 1.00 
Allen Drug Co., 9th and Main............ leer@ream).-- 47.00 
Morris & Morris, 2215 Burnett Ave....... sf eo dE aero > 49 50 
Jenkins Brothers, Maryville.............. % 9 ah ee 299 .00 
Merchandise..... 16.75 


No. 14. Cash sales for the day: ice cream, $66.00. 


No. 15. Received checks from customers as follows: Allen 
Drug Co., $87.50; Castle Hotel, $200.00; Jackson Hotel, $50.00; 
Jenkins Brothers, $1,000.00. 

Enter in the ‘‘Accounts Receivable” column in the cash receipts journal. 

No. 16. Deposited the cash received today ($2,003.50) in 
the First National Bank. 


July 15 


No. 17. Received the following subscriptions to common 
stock: 


Ga usctuswiubcleshermantA Ve. eke, acco ie kas ata 6 shares 
Cae Buchanan, 1012 Jones ste... ome le iw wnices bop ee ae SDArES 
TEL, Ge 1eoyeday, IO Ie Canam noL ee ou OL Sauna on Ge 10 shares 
GREEN Cooper osorlaureli Sts, po.ca.)2+ ei americana 7 shares 


Enter in the general journal in one amount and in the subscribers journal 
separately. 

No. 18. Received a check from each for one-half of the par 
value of the stock subscribed (see preceding transaction). 

Enter in the cash receipts journal in one amount and in the subscribers 
sash book separately. 
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No. 19. Issued Voucher No. 12 and withdrew from the First 
National Bank by our Check No. 8, $25.00, to be used as a petty 
eash fund. 

Debit Petty Cash in the cash disbursements journal and enter in the 
“Receipts” column in the petty cash book. 

No. 20. Issued Voucher No. 18 for the following purchase 


on account: : ; 
Arctic Ice Co., 192 First St.; ice delivered today, $24.00. 


No. 21. Mr. Thompson has opened an account with the 
Farmers Trust Company and deposited the cash received today 
($1,350.00) in this bank. 

Enter in the ‘“‘Farmers Trust Company” column in the cash receipts 
journal in the manner in which other deposits were entered. 

No. 22. Issued Voucher No. 14 for $632.75, pay roll to date, 
distributed as follows: Direct Labor, $278.00; Indirect Labor. 
$110.25; Miscellaneous Expenses, $62.00; Delivery Expenses, 
$142.50; Miscellaneous Selling Expenses, $40.00. Withdrew from 
the Farmers Trust Company by our Check No. 1 a sufficient 
amount to pay this pay roll. 


Enter the voucher in the voucher register and the check in the cash 
disbursements journal. Special columns are provided in the voucher register 
for the distribution of the pay roll. Employes of the corporation, except 
the officials, are paid on the 1st and 15th of each month; the officials will 
receive checks for their salaries on the last day of each month. 


July 16 
No. 23. John Smith, 291 Grandin Road, subscribed for five 
shares common stock. Received his check for $250.00, in pay- 
ment of the first installment of fifty per cent. 
No. 24. Issued Voucher No. 15 for the following purchase: 
Greenwood & Son, 1016 Woodward Ave., 3/10, 2/30, n/60; 
extracts, flavoring, and other raw materials, $750.00. 


No. 25. Sales on account for the day as follows: 


Robey & Son, 1615 Woodburn Ave........ Iicei@reaniee nner $22 .00 

Merchandise..... EST 
Morris & Morris, 2215 Burnet Ave........Ice Cream....... 16.50 
Cox Drug Store, Valley Junction......... MG 6 leon a Bata 22.00 
Engleman’s Delicatessen, 1465 Curtiss St.. “ Se ee 11.00 

COW R re wert eee .50 
Wels Mitchell 430 Walnut. ssesee ee ee lcerCreamean ae 33.00 
R: G: Thorley & Son, 88 ElmiSt... 2... 0. So Sane yee 22.00 

Merchandise..... 15s 
Cooper & Cooper, 721 Broad St........... icerCreamy 1) ase 24.50 
Allen Drug Co., 9th and Main............ fe SOP & 23 .00 
NMorgants142.6" Wis 4 the Steelers ieee wv eee 33.00 

COD RO Ls enna 1.00 
Peterson’s Confectionery, 1400 W. 12th St. Ice Cream....... 11.00 


_ No. 26. Deposited the cash received today ($250.00) in the 
First National Bank. 
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July 17 


No. 27. R. H. Blackburn, 268 McMillan St., subscribed for 
fifty shares preferred stock. Received his check for $2,500.00, 
in payment of the first installment of fifty per cent. Payment 
of the balance is subject to the call of the board of directors in 
the same manner as common stock. 


No. 28. Paid $10.00 from the petty cash fund for stamps to 
be used in the office and the sales department. 

Enter in the petty cash book; divide the charge equally between Office 
Supplies and Sales Dept. Supplies. No voucher is required for a payment 
from the petty cash fund, as a voucher was issued for the entire fund when 
it was withdrawn from the bank. 

No. 29. Issued Vouchers Nos. 16 and 17 for the following 
purchases on account: 

D. Smithland, Dayton; milk, $60.80. 
Arctic Ice Co., 192 First St.; ice, $34.21. 


No. 30. Sales on account for the day as follows: 


star Cateteria, 400 BE. Filth St:.)) 2.22)... Ice Cream... $ 22.00 
Olson’s Restaurant, Central R. R. Station. “ SA Say, NS 22.00 
See ViceblackwVianvyavillemcm ssi: ie sok os ee a ee ee 204 .00 
Teer WAnlese wey Aft 3.00 
Merchandise..... 10.50 
Jenkins Brothers, Maryville.............. lee Creams eee 230.00 
Soe we bene, CMMI cae Agee oon ab 5 ll Ora ea, he 115.00 
North Side Boat Club, North Side........ i SW eteshc. cn. 66.00 
Merchandise..... .30 


Jones Company, Gl0velum St... 45. ; 
Cline’s Restaurant, 1018 Walnut St....... 8 Era eee Se eas 44.00 


No. 31. Cash sales for the day: ice cream, $112.00. 
No. 32. Deposited the cash received today ($2,612.00) in 
the First National Bank. 
July 18 


No. 83. Paid $2.15 from petty cash fund for pens and ink 
for office use. 

No. 84. Issued credit memorandum to S. M. Black for 
$11.00, value of ice cream returned. 

Enter in the sales returns journal in the proper column. 

No. 385. Issued Voucher No. 18 for $18.00 in favor of the 
Motor Service Co., for repairs on delivery truck as per bill ren- 
dered. Paid this voucher by Check No. 2 on the Farmers Trust 
Company. 

No. 36. Issued Vouchers Nos. 19 and 20 for the following 
purchases on account: 

Landis & Co., Morristown; merchandise, $78.50; raw 
materials, $160.00; total, $238.50. 
Johnson Dairy Co., Englewood; milk, $60.80. 
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No. 87. Issued Voucher No. 21 for $11.85 in favor of the 
C. & N. W. Ry. Co., for freight on raw materials purchased. 
Paid this voucher by Check No. 4 on the First National Bank. 


Debit Freight In in the voucher register entry. 
No. 88. Sales on account for the day as follows: 


Sy IMG IEE Wien aAniey soe kacasanooawes Nee’ Greaney one $225 .00 
College Inn, 532 University Ave........... i (Ge ie cine: 22 .00 
Jenkins Brothers, Maryville.............. os Sy ey ae 257 .50 
Lake Side Park Co., Lake Side Park...... ss ss 6 0 66 .00 

Merchandise..... 12.60 

Teer aera pae ton 10.50 
Cline’s Restaurant, 1018 Walnut St.......Ice Cream....... 92.50 


No. 39. Cash sales for the day: ice cream, $126.50. 
No. 40. Deposited the cash received today ($126.50) in the 
Farmers Trust Company. 


July 19 


No. 41. Issued credit memorandum to Jenkins Brothers for 
$22.00, value of ice cream returned. 
No. 42. Issued Vouchers Nos. 22 and 23 for the following 
purchases on account: 
Blue Valley Creamery, Blue Valley; milk, $1,500.00. 
Arctic Ice Co., 192 First St.; ice, $63.20. 


No. 48. Received the following subscriptions for common 
stock: 


CADAN Oris; LOLSWaerlbinduS taseewerssatene ren tone ane onaeE 5 shares 
Hp eGreg oe lO GSMROSCTS lanterns Ree ene ne ea eee 20 shares 
Jon Nixon, Site RaceStey- 3. poe eens oe ee eae 20 shares 
Whomasenovers OlOsBTOadiwayerme nen eee eee 30 shares 
Georger\iusselmanny3 Ol ELUntsS Use tiee neta 5 shares 


No. 44. Received a check for the first installment of fifty 
per cent of each of the subscriptions to stock received today. 


No. 45. Received checks from customers as follows: Scott 
eae $500.00; College Inn, $50.00; Lake Side Park Co., 

No. 46. Received from 8. M. Black check for $502.00 and 
note for $1,000.00, in payment of balance due July 10. This 
note is in favor of S. M. Black, dated June 1, due in 60 days, 
with interest at 6% from date, payable at the First National 
Bank of Dayton, signed by J. M. Walker, of Dayton, and en- 
dorsed by Mr. Black. It is accepted at its present value, which 
is the face plus interest to date. 
_ Enter the check in the cash receipts journal and the note and interest 
in the notes receivable journal. 

No. 47. Deposited $500.00 in the Farmers Trust Company 
and the balance of the cash received today ($4,599.00) in the 
First National Bank. 
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July 20 
No. 48. Paid $1.00 from petty cash for carbon paper. 
No. 49. Received $50.00 from Morris & Morris on account. 


No. 50. Issued Voucher No. 24 for $115.68 for an office desk 
purchased from the Empire Furniture Co., 1301 Mitchell Ave. 
Paid from the petty cash fund $4.26 express on the desk. 

The invoice for the value of the desk is entered in the voucher register. 
Debit the express to the cost of the desk in the petty cash book. 


No. 51. Sales on account for the day as follows: 


Scout luanningaG@lintonense se) Senne ee Cream... ... $160.00 
WM lovete yal sys AVA AN ZO Sites io poo pon web. . dbireas ees 23.00 
Cooper & Cooper, 721 Broad St........... oe OR ate ees oot 24.00 
Legs Se nee en 2.50 
Meisner & Meisner, Benwood............ Tee (Cream. 20-42) 154.00 
Teerag pet ee ast 5.00 
W. E. Mitchell, 480 Walnut St............ Ice Cream....... 27.50 
R. G. Thorley & Son, 818 Elm St......... He WEE bee RA te 182 .50 
Merchandise..... 47.50 
Robey & Son, 1615 Woodburn Ave........ Tee Cream). 4.. 2. 82.50 
Merchandise..... 1265 


No. 52. Cash sales for the day: ice cream, $112.50. 


No. 58. Deposited the cash received today ($162.50) in the 
Farmers Trust Company. 


July 22 


No. 54. Issued Vouchers Nos. 25 and 26 for the following 
purchases on account: 
South Side Ice Co., 40 W. Second St.; ice, $26.50. 
Arctic Ice Co., 192 First St.; ice, $47.38. 


No. 55. Received the following subscriptions for preferred 
stock: 


JeeAeeiveriant sl Od 2ebastern) -Awel as. ac: eine ae ee 25 shares 
DHOOM Conner steel ase LON AVC bear ous chee aes 10 shares 
DeOmConnersdr. leon littoneA Verran nce Pret 5 shares 


No. 56. Received a check from Everhart for $1,250.00, and 
D. O. Conner, Sr., for $750.00, in payment for the first installment 
of fifty per cent of the subscriptions received today. 


No. 57. Issued Check No. 5 for $123.35 on the First National 
Bank in favor of the American Printing Co., in payment of 
Voucher No. 7; Check No. 6 for $901.60 in favor of Landis & 
Co., in payment of Voucher No. 10, less discount; and Check 
No. 7 for $84.39 in favor of the Steubing Truck Co., in payment 
of Voucher No. 8, less discount, per terms of the invoices. 


The amount of the voucher is entered in the “Vouchers Payable” column 
in the cash disbursements journal, and the discount in the ‘‘Purchases 
Discount”’ column on the same line. 
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No. 58. Sales on account for the day as follows: 


Jenkins Brothers, Maryville.............. ReesC@reameess ere $350 .00 
Scotties lea nnina@ lint oneeren arene aere fe Sa ongmetn: 230.00 
Meisner & Meisner, Benwood............ Me ae WR Rte et 115.00 

Merchandise..... 37.50 


Cash sales for the day: ice cream, $49.50. 


No. 59. Deposited the cash received today ($2,049.50) in 
the Farmers Trust Company. 


July 23 


No. 60. Issued credit memorandum to Jenkins Brothers for 
$16.00, value of ice cream returned. 
No. 61. Issued Vouchers Nos. 27, 28, and 29 for the following 
purchases: 
Lake View Dairy, 456 Market St., account; milk, $91.20 
Altman & Co., Greenwood, July 20, 3/10, n/30; cartons 
for brick ice cream, $20.00. 
South Side Bakery Co., South Side, account; ice cream 
cones, $47.50. 


Debit Raw Material for the second purchase and Merchandise Pur- 
chases for the third. 


No. 62. Paid from the petty cash fund $4.42 express charges 
on shipment of raw materials. 

Debit Freight In. 

No. 68. Sales on account for the day as follows: 


Sen View laclken Mian vari aan eee ficer@reamnee ee $242 .00 
Cox Drug Store, Valley Junction.......... oe ey eae Aerts: 27.50 
Morris & Morris, 2215 Burnet Ave........ a S74 Fete, Se 22.00 
Robey & Son, 1615 Woodburn Ave........ be ae Bre. yee 28 .50 
Star Cafeteria, 400 E. Fifth St............ Ee a 35.00 
Cline’s Restaurant, 1018 Walnut St....... 3 Cat. Sere 79.50 


No. 64. Cash sales for the day: ice cream, $26.90. 


No. 65. Issued Voucher No. 30 for $21.88, amount expended 
from the petty cash fund as per the record in the petty cash 
book. Withdrew this amount from the First National Bank by 
Check No. 8 to replenish the petty cash fund. 


No. 66. Deposited the cash received today ($26.90) in the 
Farmers Trust Company. 
July 24 


No. 67. Paid $2.65 from the petty cash fund for telegrams. 
No. 68. Received the following subscriptions for stock: 


G. A. Vanderberg, 888 Reading Road.......... 20 shares common 
Jee Davise Columb tsi =i = nn se 15 shares common 
CharlestSimitheittsbung eee eta en ne ae 100 shares preferred 


No. 69. Received a check in payment for the first install- 
ment of fifty per cent for each of the subscriptions to capital 
stock received today. 


Ch. 48] THE APPLICATION OF PRINCIPLES 145 


No. 70. Issued Voucher No. 31 for the following purchase on 
account: 
South Side Ice Co., 40 W. Second St., ice, $18.50. 


No. 71. Sales on account for the day as follows: 


Jones Company, 610 Plum St............. Keer@reampean. oe $49 50 

Cones eee eee 12.00 
Excelsior Candy Co., 902 Locust St....... Ice Cream....... Ps ASD) 
Lake Side Park Co., ‘Lake Side Park... _.. e he ree te 68.00 
Castle Hotel, 618 16th St.. : i A AN se eee 35.00 


No. 72. Cash sales for the day: ice 2 cream, $11.00. 


No. 73. Deposited the cash received today ($6,761.00) in 
the First National Bank. 


July 25 


No. 74. Received from Meisner & Meisner a note for $500.00: 
signed by C. R. Carter, dated July 13, and due in 60 days. This 
note is accepted to apply on account less interest at 6% to 
maturity. 


No. 75. Sales on account for the day as follows: 


Jenkins brobhersye Vary. villosa eee eet@reammere er $225.50 

Cem OMe een & 3.50 
Scobie Manhinos@lintonss ieee licei@reamerra: 136.00 
American Cafe, 125 Main St.............. Merchandise..... LA (05) 


No. 76. Charles Smith reported that he would be out of 
town for about thirty days, and, in anticipation of the call of the 
board of directors, he gave his note for $2,500.00, dated today, 
due in 30 days, with interest at 6%, in payment for the second 
installment of 25% on stock subscribed. 

No. 77. Sent the note signed by J. M. Walker to the First 
National Bank at Dayton for collection and remittance. 


When a note is sent for collection the endorsement of the payee is quali- 
fied by writing “For collection” above it. Since the auditor will expect to 
find a note in the safe for each unpaid note recorded in the notes receivable 
journal, a notation of the fact that it has been sent for collection should 
be made in the ‘“‘Remarks”’ column of the notes receivable journal. 


No. 78. Cash sales for the day: ice cream, $23.50. 
No. 79. Deposited the cash received today ($23.50) in the 
Farmers Trust Company. 


July 26 


No. 80. Issued Vouchers Nos. 32 and 33 for the following 
purchases on account: 
Johnson Dairy Co., Englewood; milk, $86.50. 
Arctic Ice Co., 192 First St.; ice, $12.00. 
No. 81. Received checks from customers as follows: S. M. 
Black, $450.00; Jackson Hotel, $50.00; Morris & Morris, $38.00. 
No. 82. Paid 75¢ from the petty cash fund to the truck 
driver for his dinner on a more than ordinarily long trip. 


746 BOOKKEEPING AND ACCOUNTING [Ch. 48 


No. 83. The Lake Side Park Co. returned part of the ice 
cream sold them on the 24th because it was received in bad con- 
dition, on account of leaking cans. Issued a credit memorandum 
in their favor for $18.20, value of this cream. 

Debit Ice Cream Sales Allowances in the general journal. If such 
allowances occurred frequently, a special column would be provided for 
them in the sales returns and allowances journal, as in Illustration No. 68, 
page 452. 

No. 84. Issued our Check No. 9 for $727.50 on the First 
National Bank in favor of Greenwood & Son, in payment of 
Voucher No. 15, less discount as per terms. 


No. 85. Sales on account for the day as follows: 


Meisner & Meisner, Benwood............ licer@reamen eee $ 85.00 
SVB lack larval ener nree ernee a OG eA EE ae 204 .00 
American Cafe, 125 Main St.............. s NE OChy SP ies 84.00 

Leey reedhae the 2.00 
Lake View Pharmacy, 2176 Lake Ave.....Ice Cream....... 22.00 
Jenkins Brothers, Maryville.............. s Sit aeasesae eet 234.00 


No. 86. Cash sales for the day: ice cream, $62.50. 


No. 87. Deposited the cash received today ($600.50) in the 
Farmers Trust Company. 


July 27 


No. 88. Issued Vouchers Nos. 34, 35, and 36 for the following 
purchases: 
D. Smithland, Dayton, account; milk, $84.00. 
Altman & Co., Greenwood, 3/10, n/30; cartons for brick 
ice cream, $60.00. 
Alfalfa Creamery Co., 404 Main St., account; milk, $520.00. 


No. 89. Issued Voucher No. 37 for $6.58 in favor of the 
American Express Co., for express charges on cartons. Paid 


this voucher by Check No. 10 on the First National Bank. 
Debit Freight In for the amount of the voucher. 


No. 90. Sales on account for the day as follows: 


Jones Company, 610 Plum St............. eer@treanieee $ 18.00 
L CORN a keene her 1.50 
American Cafe, 125 Main St.............. Ice Cream’. 5... 16.50 
Jackson Hotel, 345 W. Third St........... me hid a See 45.00 
Lake Side Park Co., Lake Side Park...... on SSP eae eres 82.00 
Cline’s Restaurant, 1018 Walnut St....... “ MEY CONS nk 71.50 
Merchandise... . 11.00 
North Side Boat Club, North Side........ Tce Cream....... 384.00 
Merchandise..... 8.75 
Jenkins Brothers, Maryville..............Ice Cream....... 280.00 
Merchandise..... 8.00 
AR pee mets 2.50 


No. 91. Cash sales for the day: ice cream, $137.50. 


No. 92. Deposited the cash received today ($187.50) in the 
Farmers Trust Company. 
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July 29 


No. 93. Received credit memorandum from Landis & Co. 
for $12.50 to correct error due to shortage in shipment of raw 
materials received from them as per purchase invoice of July 18. 

Enter in the general journal; debit Vouchers Payable. 


No. 94. Issued Voucher No. 38 for $31.50 in favor of the Arctic 
Ice Co., 192 First St., for ice purchased on account as per invoice. 


No. 95. Sales on account for the day as follows: 


Meisner & Meisner, Benwood............ Neer @reanennenaer $115.00 
Se vie Blacks Many villous ere den ae he Ia te eS 225.00 
College Inn, 532 University Ave.......... s ASD 5 ee Beene 221-00 
Star Cafeteria, 400 E. Fifth St............ s ee ee eee 27.50 

Merchandise..... 6.50 
Monganis426nWi ACh SC eee ie leei@reamen ie 33.00 
Castle Hotel, 618 16th St........... aN Us ge eae i beer 44.00 


Debit Advertising Expense for the amount of the voucher. 


No. 97. Cash sales for the day: ice cream, $170.50. 


No. 98. Deposited the cash received today ($170.50) in the 
Farmers Trust Company. 


July 30 


_ No. 99. Issued Check No. 12 for $226.00 on the First Na- 
tional Bank in favor of Landis & Co., in payment of Voucher 
ee 19, less the credit for shortage per credit bill received on the 

th. 


No. 100. Issued Voucher No. 40 for $27.00 in favor of the 
South Side Ice Co., 40 W. Second St., for ice purchased on ac- 
count per invoice of this date. 


No. 101. Sales on account for the day as follows: 


Excelsior Candy Co., 902 Locust St....... lice; @reaminna ae: $ 23.00 
Cline’s Restaurant, 1018 Walnut St....... Ss Ue OR Pan 56.00 
Merchandise..... Wee SY) 
Saevies blacks Maryviller tery .recuaenee ret oes Ice Cream....... 275 .00 
Tees ORs ee cont aaaee 5.00 
Jenkins Brothers, Maryville ............. lcei@reamte re 245 .00 
i Rostra arah end choieeh wears 2.50 
Jones Company, 610 Plum St............. Ice Cream... -- 4.2 5.50 


No. 102. Cash sales for the day: ice cream, $33.50. 


No. 103. Deposited the cash received today ($33.50) in the 
Farmers Trust Company. 
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July 31 


No. 104. Issued Check No. 18 for $1,500.00 on the First 
National Bank in favor of the Blue Valley Creamery, in payment 
for Voucher No. 22, and Check No. 14 for $19.40 in favor of 
Altman & Co., in payment for Voucher No. 28, less discount. 


No. 105. Issued credit memorandum to Cline’s Restaurant 
for $11.00, value of ice cream returned. 


No. 106. Received checks from customers as follows: Star 
Cafeteria, $85.50; Robey & Son, $147.52; Engleman’s Delica- 
tessen, $11.50; West Side Drug Store, $19.35. 


No. 107. Gave the Arctic Ice Co. our note for $2,000.00, 
due in 30 days from date, with interest at 6%, payable at the 
First National Bank, to apply on balance due July 10, Voucher 
NoOwL: 


Enter in the “‘Vouchers Payable’ column in the notes payable journal. 


No. 108. Issued Voucher No. 41 for $1,000.00 for the follow- 
ing salaries of officers: George Rooney, $400.00; M. E. McMahon, 
$300.00; H. D. Thompson, $300.00. Paid this voucher by 
Checks Nos. 15, 16, and 17 on the First National Bank. 


Debit Officers Salaries for the amount of the voucher. 


No. 109. Sales on account for the day as follows: 


CastlesHotel OS 16th outa ee Cen © rearntenas $ 30.00 
ANTHEA (Ceres WAS IMM Silas oo cu nen ues 7 SABA 2 ate 16.50 
Sy LS IIRC, MGW eon. cn ese den ee ee I OO) 

Teese rere: 4.50 
Allen Drugs Com Gthrandal\Laine 1s. 5s Ice Cream, ....... 34.50 
; Merchandise..... 3.50 

Nichi ea ones ee WHR Ziad 0) 
WAH AMitcheliee. 222 soe. es eeiGreamnan ae 22.00 


No. 110. Cash sales for the day: ice cream, $121.00. 


No. 111. Deposited the cash received today ($384.87) in the 
Farmers Trust Company. 


INSTRUCTIONS: 1. Prove cash (balance in First National Bank, 
$20,350.50; balance in Farmers Trust Company, $4,915.02). 


2. Foot and rule the books of original entry and post all entries, includ- 
ing the totals of the special columns. 


3. Take a Trial Balance of the general ledger. 


4. Prepare a list of the customers, showing the amount due from each 
as shown by the accounts receivable ledger, and prove the total by com- 
paring it with the balance of the controlling account in the general ledger. 


5. Prepare a list of the unpaid vouchers as shown by the voucher 
register, and prove the total by comparing it with the balance of the Vouch- 
ers Payable account in the general ledger. 


6. Prepare a list of the subscribers, showing the amount due from 


each as shown by the subscribers ledger, and prove the total by comparing 
it with the balance of the Subscribers accounts in the general ledger. 
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MEMORANDA OF TRANSACTIONS FOR AUGUST 
August 1 


No. 112. Issued Voucher No. 42 for $1,566.25, pay roll to 
date, distributed as follows: Direct Labor, $348.45; Indirect 
Labor, $225.00; Miscellaneous Expenses, $724.00; Delivery 
Expenses, $161.80; Miscellaneous. Selling Expenses, $112.50. 
Withdrew from the Farmers Trust Company by our Check No. 3 
a sufficient amount to pay this pay roll. 


No. 113. Sales on account for the day as follows: 


College Inn, 5382 University Ave........... Neei@reanieen $ 16.50 
Sa ViewblackselVianyavill enn an ckierss esa: cs Alone A eae ta 170.00 
COGN? dake Oe oe 4.00 
Merchandise..... 13.75 
Meisner & Meisner, Benwood............ licev Creamy ea ae 234.50 
Wilonmegyniss, ZAKS VY, Alia Stuns ceocoonooecues 2 Fedo cs aceanndes 28.00 
Scotticcsluannine= Clintonsya. see. ae eS Sh se ees 347 .50 
Nee ivan y vanksey tay 4 3), Oil) 


No. 114. Cash sales for the day: ice cream, $247.50. 


No. 115. Deposited the cash received today ($247.50) in the 
First National Bank. 


August 2 


No. 116. Issued Check No. 18 for $196.80 on the First 
National Bank in favor of Johnson Dairy Co. in payment of 
Vouchers Nos. 2, 20, and 32; Check No. 19 for $379.67 in favor 
of Arctic Ice Co. in payment of Vouchers Nos. 11, 18, 17, 23, 26, 
33, and 88, and balance due on Voucher No. 1; Check No. 20 
for $612.72 in favor of South Side Ice Co. in payment of Vouchers 
Nos. 4, 25, 31, and 40; and Check No. 21 for $520.00 in favor 
of the Alfalfa Creamery Co. in payment of Voucher No. 36. 


No. 117. Sales on account for the day as follows: 


Morris & Morris, 2215 Burnet Ave........Ice Cream....... $ 57.50 

Merchandise..... 6-25 
Cooper’ & Cooper, (2 Broad St........... Ice Cream....... 407 .00 
Meisner & Meisner, Benwood.........:.. oe Noes al eect 82.50 
Sh IML, THe, Miia.» osocebcctnaeegsac ee eee e etna 37.50 


No. 118. Cash sales for the day: ice cream, $55.00. 


No. 119. Received checks from the following on account: 
North Side Boat Club, $116.10; Excelsior Candy Co., $50.50; 
R. G. Thorley & Son, $258.75; Star Cafeteria, $34.00; Jones 
Company, $158.00; Lake Side Park Co., $200.00; Meisner & 
Meisner, $900.00. 

No. 120. Deposited $1,500.00 in the Farmers Trust Com- 
pany and the balance of the cash received today ($272.35) in the 
First National Bank. 
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August 3 


No. 121. The board of directors has issued a call for the 
second installment of 25% of the purchase price of common and 
preferred stock subscribed, payable August 10. 

No entry is required other than that in the minute book which was 
made by the secretary while the board was in session. 


No. 122. Sales on account for the day as follows: 


Jenkins» Brothers, Miaryvilley secre Teey Cream yaas a. $360.00 
ECGs Ge casi eat 7.50 
College Inn, 582 University Ave........... leer Creams ae 2750 


No. 123. Cash sales for the day: ice cream, $220.00; mer- 
chandise, $42.50; ice, $8.25. 


No. 124. Issued Vouchers Nos. 43 and 44 for the following 
purchases on account: 
Lake View Dairy, 456 Market St.; milk, $74.00. 
Blue Valley Creamery, Blue Valley; milk, $208.00. 


No. 125. Deposited the cash received today ($270.75) in 
the First National Bank. 


August 5 


No. 126. Paid from the petty cash fund as follows: Citizens 
Ice Co., ice, $4.00; American Express Co., express on shipment 
of ice cream, $2.50; stamps for use in office, $2.00; postal cards 
for use in selling department, $1.00. 


No. 127. Received checks from customers as follows: Allen 
i Co., $110.50; American Cafe, $264.25; S. M. Black, 
1,000.00. 


No. 128. Sales on account for the day as follows: 


Wie. Mitchells 4305Walnut ste eee ees Ice Cream...... Silo. 
Peterson’s Confectionery, 1400 W. 12th St. “ ie eine HN! 5.50 
cone Company, 610 Plum St. . B Sor Con Vac peat 165.00 
Jw, Beale, IMM AAU. 3 ee eam dono eto oe eg ie atic: kOe 415.00 
Merchandise..... 17.40 

COMG Sa Daan A 15 


No. 129. Cash sales for the day: ice cream, $225.00; mer- 
chandise, $25.50. 


No. 130. Deposited the cash received today ($1,625.25) in 
the First National Bank. 
August 6 


No. 181. Issued Vouchers Nos. 45, 46, and 47 for the follow- 
ing invoices: 
Arctic Ice Co., 192 First St., account; ice, $22.50. 
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Greenwood & Son, 1016 Woodward Ave., 3/10, 2/30, n/60; 
raw materials, $50.00. 

American Express Co., express on empty cans and pails 
returned to us, $22.38. Paid this voucher by Check 
No. 22 on First National Bank. 


When our truck can not collect the empty containers, customers return 
them by express collect. The invoice from the American Express Co. is 
for express on these shipments to date. Debit Delivery Expenses. 

No. 1382. Issued Check No. 4 for $58.20 on the Farmers 
Trust Company in favor of Altman & Co. in payment of Voucher 

No. 35, less discount. 


No. 138. Sales on account for the day as follows: 


Allen Drug Co., 9th and Main............ cer Creampie $ 28.00 
Sa VieeBlackweN\ lary .valle aemewanmer aes nee Sey AE ees 340.00 
COR Ate Mace conv ae 2.50 
Meisner & Meisner, Benwood............ lice Creamers 228.00 
Merchandise..... 12.50 


No. 184. Cash sales for the day: ice cream, $335.00; mer- 
chandise, $24.50. 


No. 135. Issued credit memorandums for ice cream returned 
as follows: S. M. Black, $22.00; W. E. Mitchell, $5.50. 


No. 186. Received $100.00 from J. A. Anderson for one 
share preferred stock. 


Credit Unissued Capital Stock—Preferred in the cash receipts journal. 
No entry is made in the Subscribers to Preferred Stock account. Why? 


No. 137. Deposited the cash received today ($459.50) in the 
_First National Bank. 


August 7 


No. 188. Issued Check No. 23 for $115.68 on the First 
National Bank in payment of Voucher No. 24. 


No. 139. Sales on account for the day as follows: 


Star C@ateteria, 400) Ha titthioteaeas a) ce Creame a... $ 22.50 
Merchandise..... 5.50 
Jenkins Brothers, Maryville..............lee Cream....... 500.00 
COMIN ts or eet 4.00 
Robey & Son, 1615 Woodburn Ave........ Ice Cream....... 85 00 


No. 140. Cash sales for the day: ice cream, $205.00; ice, 
$0.50; merchandise, $2.50. 


No. 141. Deposited the cash received today ($208.00) in the 
Farmers Trust Company. 
August 8 


No. 142. Issued Voucher No. 48 for $187.50 in favor of the 
City Service Company for electric power per bill rendered. Paid 
this voucher by Check No. 5 on the Farmers Trust Company. 
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No. 143. Issued Vouchers Nos. 49, 50, and 51 for the follow- 
ing purchases: 
Blue Valley Creamery, Blue Valley, account; raw materials, 
$208.00. 
Arctic Ice Co., 192 First St., account; ice, $26.60. 
Mose & Lane, 26 Sycamore St., 2/10, n/30; merchandise, 


$110.20. 
No. 144. Sales on account for the day as follows: 
Meisner & Meisner, Benwood............ Teei@reamt pase $280.00 
Ge. ree eee oO 
Scottrequua nine @ hint Otis eas eerie Ice Cream ans oes 192750 


No. 145. Cash sales for the day: ice cream, $126.50; mer- 
chandise, $0.75. 


No. 146. Deposited the cash received today ($127.25) in the 
First National Bank. 


August 9 


No. 147. Issued Voucher No. 52 for $5,025.00, amount of 
thirty-day note given J. A. Parker on July 10 and due today, and 
interest. Paid this voucher by Check No. 24 on the First Na- 
tional Bank. 


_ No. 148. _ Paid $5.00 from the petty cash fund for subscrip- 
tion to the Ice Cream Makers Journal. 
Debit Miscellaneous Expenses. 


_ No. 149. Issued Vouchers Nos. 53 and 54 for the following 
invoices: 
Scott & Scott, 51-63 Millsdale Ave., account; factory 
supplies, $15.20. 
C., C. & L. R. R. Co., freight on raw materials, $2.35. 
Paid this voucher by Check No. 6 on the Farmers Trust 


Company. 
No. 150. Sales on account for the day as follows: 
Cox Drug Store, Valley Junction.......... Ice Cream....... $ 38.50 
Merchandise..... 2.50 
Scots uanninoa© intone nn Tee Cream). =... 142 .50 
Teeter oor 4.50 


No. 151. Cash sales for the day: ice cream, $148.00. 


_ No. 152. Deposited the cash received today ($148.00) in the 
First National Bank. 


August 10 


No. 158. Received checks in payment of 25% of the stock 
subscribed as listed on page 758. 
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ComMon— 
Hee a hhompsonme cere SEZ 5ORO 0m Genh A COODCTE Ea ate eee $175 .00 
George Rooney.......... BSD OD  — dkolaun Satine. oes SMe oe 125.00 
M. EB. MeMahon........ S(O0 SOOM Corl) a NOnriseee ene are ote 125.00 
AM Blacktie ei ties BUD OD TOs 1s Ohta CR eaten. 500.00 
MES Johnsoneeerrs..-s- 5 FROWOOD de 105 INARA Cl oa asco ane 500 .00 
gts Wf GLIBYONMCl cn cose been 15020 0B LhomassHiovers see. aes 750.00 
J. Hi. Rainsberger........ 300.00 George Musselmann....... 125.00 
Ga JUstusher skewer L50K00R Gs AS Vanderberg=. 9.. 45.08 500.00 
Cah Buchananmsen oe 6 oe WOO SOO dia 18 IDE NAR cure ooo 00 cannes 375 .00 
He GrBoothtnwn. sac ae 250.00 
PREFERRED— 
Rabe Blackburn 2.04002 $1,250.00 D.O. Conner, Sr...........$250.00 
dls, dle IOARICIAG on oe bon 6 62:57 00 MED Om Gonneredro mes Tne 125.00 
No. 154. Sales on account for the day as follows: 
Robey & Son, 1615 Woodburn Ave........Ice Cream....... $225 .00 
Morris & Morris, 2215 Burnet Ave........ a OE gta ater a 230.00 
Jones Company, 610 Plum St......... ree me Gade ae ee 12.00 


No. 155. Cash sales for the day: ice cream, $434.50; - mer- 
chandise, $2.10. 


No. 156. Deposited the cash received today ($16,186.60) in 
the Farmers Trust Company. 


August 12 


No. 157. Paid 50¢ from the petty cash fund for messenger 
service. 


No. 158. Issued a credit memorandum to Robey & Son for 
$19.80, value of ice cream returned. 


No. 159. Sales on account for the day as follows: 


Ss IML. lave, IMbwAWUII.. acaccoudocaoegus leei@reamrn ee $346 .50 
C@asvlesLovel Gls diGthiStewe ese eee Se ae 22.00 
Cooper & Cooper, (21 Broad St..2.......- ee Pa AAD SA 27.50 
Scotmeouannine Clinton ance tree er es see ee ae 458 .50 


No. 160. Cash sales for the day: ice cream, $140.00. 


No. 161. Deposited the cash received today ($140.00) in the 
Farmers Trust Company. 


August 13 


No. 162. J. A. Parker has agreed to accept payment of the 
$5,000.00 note due September 8. Issued Voucher No. 55 for 
$5,028.38, face of the note plus interest to date, and paid this 
voucher by Check No. 25 on the First National Bank. 


No. 163. Issued Voucher No. 56 for $92.00 in favor of the 
Day Machine Works for repairs on machinery. 
No. 164. J. A. Parker has sold twenty shares of preferred 


stock to L. D. Nelson and presented Certificate No. 1, issued to 
him, in exchange for a new certificate and the proper transfer. 
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Two new certificates have been issued, one to him for the stock 
which he now owns, and one to L. D. Nelson for the twenty 
shares he has purchased. 


NotE—If the stock certificates book is not provided, the student should 
study the transfer information that should be given in connection with the 
certificate of stock issued on transfer and make a memorandum entry in 
the general journal from which the desired accounts in the stock ledger may 
be opened. 


No. 165. Received checks from customers as follows: S. M. 
Black, $1,000.00; Castle Hotel, $49.00; College Inn, $36.50; 
Cox Drug Store, $140.85. 


No. 166. Paid Vouchers Nos. 16 and 34 by Check No. 26 
and Voucher No. 29 by Check No. 27 on the First National Bank. 


No. 167. Sales on account for the day as follows: 


IMiongane42 Gian Chis Cannan nnn ert Ice Cream....... $22 .00 
Engleman’s Delicatessen, 1465 Curtiss St.. “‘ SSE pabscn Pee 81.00 
Merchandise..... 4.78 


No. 168. Cash sales for the day: ice cream, $115.00; mer- 
chandise, $7.64. 


No. 169. Deposited the cash received today ($1,848.99) in 
the First National Bank. 


August 14 


No. 170. Issued Voucher No. 57 for bill received from the 
American Printing Co. for the following: 5,000 each letterheads 
and envelopes for use in the office, $45.00; 5,000 circulars for 
advertising, $20.50. 


No. 171. Received a check for $375.00 from A. J. Black in 
payment of the balance due on stock purchased by him. Mr. 
Black has sold seven shares of his stock to L. B. Saunders and 
requested that two certificates be issued, one to him for the 
stock which he now owns and one to L. B. Saunders for the seven 
shares he has purchased. 


No. 172. Issued Voucher No. 58 for $3,000.00 in favor of the 
Citizens Motor Car Co. for a Packard truck. Gave in payment 
of this voucher our Check No. 7 on the Farmers Trust Company 
for $1,000.00, our note for $1,000.00 due in thirty days with 
interest at 6% from date, and a used truck taken over from 
Parker & Thompson at a value of $1,000.00. 


No. 173. Issued Vouchers Nos. 59, 60, 61, 62, and 638 for the 
following purchases on account: 


se ee Co., 693 Warsaw Ave.; factory supplies, 
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National Tire Co., 25 Court St.; tire for truck, $55.50, to 
replace a tire which has been discarded. 

South Side Ice Co., 40 W. Second St.; ice, $30.28. 

D. Smithland, Dayton; milk, $140.73. 

Blue Valley Creamery, Blue Valley; merchandise, $150.00. 


No. 174. Sales on account for the day as follows: 
Peterson’s Confectionery, 1400 W. 12th St. Ice Cream....... $ 27.50 


15 
Jenkins Brothers, Maryville.............. Teer@ream sei 512.25 


No. 175. Cash sales for the day: ice cream, $553.50; mer- 
chandise, $46.38; ice, $2.75. 


_ No. 176. Deposited the cash received today ($977.63) in the 
First National Bank. 


August 15 


No. 177. Gave the Lake View Dairy our thirty-day note for 
eer with interest at 6%, in payment of Vouchers Nos. 3, 9 
and 27. 


No. 178. Sales on account for the day as follows: 


M. L. Roberts, 218 Highland Ave......... lcer@reamnn eee $390.00 
Merchandise..... 16.21 
Jenkins Brothers, Maryville.............. Ice Cream....... 225.00 


No. 179. Cash sales for the day: ice cream, $110.00. 

No. 180. Issued Voucher No. 64 for $940.35, pay roll to date, 
distributed as follows: Direct Labor, $312.60; Indirect Labor, 
$225.00; Miscellaneous Expenses, $138.00; Delivery Expenses, 
$142.25; Selling Expenses, $122.50. Withdrew from the Farmers 
Trust Company by our Check No. 8 a sufficient amount to pay 
this pay roll. 

No. 181. Deposited the cash received today ($110.00) in the 
First National Bank 


August 16 
No. 182. Received from the First National Bank at Dayton 
a check for $1,012.50 in payment for the note sent for collection 
July 25, with interest from date to August 15, date of collection. 
No. 183. Sales on account for the day as follows: 


Scott & Lanning, Clinton................ Tee Cream..4...4 $181.00 
Cox Drug Store, Valley Junction......... i te cotet ®: 22.00 


No. 184. Issued Check No. 28 for $48.50 on the First National 
Bank in payment of Voucher No. 46 less 3% discount as per terms. 


No. 185. Cash sales for the day: ice cream, $110.00. 


No. 186. Deposited the cash received today ($1,122.50) in 
the Farmers Trust Co. 
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August 17 


No. 187. Issued Vouchers Nos. 65, 66, 67, 68, and 69 for the 
following bills and invoices: 

Western Insurance Co., premiums on policies issued July 10, 
$600.00, as follows: building and machinery, $300.00; 
raw materials and finished product, $150.00; office equip- 
ment, $60.00; delivery equipment, $90.00. 

South Side Ice Con 40 W. Second St., account; ice, $41.20. 

D. Smithland, Dayton, account; milk, $80.35. 

Greenwood & Son, 1016 Woodward Ave., 3/10, 2/30, n/60; 
raw aay: $250.40. 


C. B. Ry. Co., freight on raw materials purchased, $12.60. 
Paid’ this voucher by Check No. 9 on the Farmers Trust 
Co. 


Debit Prepaid Insurance for the first invoice. 


No. 188. Sales on account for the day as follows: 


SCOLt cea nninge © Linton. earns tee Ice Cream PEER $188.50 
IM dis Tala Cle eh AN noes acoe. 8 999 Sowdoec 417.50 

‘Merchandise. . 6.50 
SiMe Blacks Maryivallesee aie lenranie cree lee Cream ee 220.00 
West Side Drug Store, West Side......... “ eee EN eee 33.00 


No. 189. Accepted from Cooper & Cooper on account their 
note for $400.00 dated July 5 and due in sixty days with interest 
‘at 6% from date. Credit was allowed for the face of the note 
and the accrued interest. 


No. 190. Issued Check No. 10 for $108.00 on the Farmers 


Trust Company in payment of Voucher No. 51 less 2% discount 
as per terms. 


No. 191. Cash sales for the day: ice cream, $115.00; mer- 
chandise, $4.25. 


No. 192. Deposited the cash received today ($119.25) in the 
Farmers Trust Company. 


August 19 


No. 193. Issued Vouchers Nos. 70 and 71 for the following 
purchases on account: 

Alfalfa Creamery Co., 404 Main St., milk per invoice of the 
14th, $260.00; per invoice of the 16th, $339.12; per 
invoice of the 17th, $160.00. 

National Supply Co., 14-18 Harrison Ave., merchandise 
per invoice of the 14th, $762.50; per invoice of the 15th, 
$113.50; raw materials per invoice of the 17th, $876. 00. 


One voucher is issued to each company for the total of the three invoices. 


No. 194. Paid Vouchers Nos. 44 and 49 by Check No. 11 for 
$416.00 on the Farmers Trust Company; Vouchers Nos. 45 and 
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50 by Check No. 12 for $49.10 and Voucher No. 53 by Check 
No. 18 for $15.20. 


Where two vouchers are made in favor of the same firm, one check 
may be issued in payment of both. In practice, when it is desired to file 
the canceled check with each voucher, separate checks would be written. 

No. 195. Issued credit memorandums for ice cream returned 
as follows: M. L. Roberts, $22.00; Cox Drug Store, $11.00; 
Scott & Lanning, $27.50. 


August 20 


No. 196. It has been agreed to cancel the $500.00 due on the 
fourth installment of stock subscribed by G. A. Vanderberg and 
to issue to him a certificate for fifteen shares, the number for 
which he has paid. 

The explanation of the entry in the general journal should provide 
meer waion for the stock ledger posting if certificates of stock are not 
issued. 

No. 197. Payment is requested by the Daily News for 
advertising bill, $212.50, rendered today. Issued Voucher No. 72 
for this amount and paid same by Check No. 29 on the First 
National Bank. 

No. 198. Cash sales for the day: ice cream, $275.00; mer- 
chandise, $8.65. 

No. 199. Deposited the cash received today ($283.65) in the 
Farmers Trust Company. 


August 21 


No. 200. Received from 8. M. Black to apply on account 
note for $500.00 signed by him and due in thirty days with interest 
at 6% from date. 


No. 201. Paid George Thomas $2.00 from the petty cash 
fund for driving a truck part of the day as extra driver. 


No. 202. Left the note signed by Charles Smith, received 
July 3, with the First National Bank for collection 


No. 208. Sales on account for the day as follows: 


Jenkins Brothers, Maryville.............. Ice Cream.......$450.00 
M. L. Roberts, 218 Highland Ave........._ “ Garr: te ee 357 . 50 

Merchandise..... WA 
Excelsior Candy Co., 902 Locust Staeee see Neen@neaniveet te 22.00 


No. 204. Cash sales for the day: ice cream, $88.50. 


No. 205. The board of directors has issued a call for the 
payment of the fourth installment on common stock on August 26. - 

No. 206. Deposited the cash received today ($88.50) in the 
Farmers Trust Company. 
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August 22 


No. 207. Accepted from R. H. Blackburn in payment of the 
last installment on preferred stock purchased by him, his note 
for $1,000.00 due in thirty days with interest at 6% from date, 
and his check for $250.00. Issued the stock. 


No. 208. Received checks from customers as follows: Jack- 
son Hotel, $37.00; Cline’s Restaurant, $300.00; Cooper & 
Cooper, $51.00; Scott & Lanning, $1,867.15. 


No. 209. Issued Vouchers Nos. 78, 74, 75, and 76 for the 
following purchases on account: 
Lake View Dairy, 456 Market St.; milk, $204.00. 
Sanitary Creamery Co., 222 Dalton Ave.; milk and eggs, 
$2,436.25. 
South Side Ice Co., 40 W. Second St.; ice, $127.38. 
New York Bakery, 2861 Vine St.; merchandise, $97.23. 


No. 210. Borrowed from the Farmers Trust Company 
$5,000.00 on the corporation’s note due in ninety days with 
interest at 6% from date. 


Place a check mark in the L. F. column at the left of the entry in the 
notes payable journal and the entry in the cash receipts journal. 


No. 211. Deposited the cash received today ($7,505.15) in 
the Farmers Trust Company. 
August 23 


No. 212. J. A. Parker has sold twenty shares of preferred 
stock to J. A. Anderson and surrendered his Certificate No. 3 
with authority to issue the new stock. 


No. 213. Sales on account for the day as follows: 


American Cafe, 125 Main St.............. TeevCreamiunn oaee $ 22.00 

Cooper & Cooper, 721 Broad St........... uu sn Se ee 12.00 
Manning Manufacturing Co., 2628 Spring 

GrovetAVen Pela Se sat eae ee ee ic Sha Mb eae Ae 275.00 

M. L. Roberts, 218 Highland Ave......... es Pate ee 345 .00 

Merchandise..... 14.85 

CCl iene .00 


No. 214. Issued a credit memorandum to M. L. Roberts for 
$27.50, value of ice cream returned. 


August 24 ~ 


No. 215. Issued Voucher No. 77 for $16,000.00 in favor of 
the Holmes Realty Co. for site for proposed power plant. Paid 
this voucher by Check No. 14 on the Farmers Trust Company 
Sncd Alea and Check No. 380 on the First National Bank for 
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No. 216. Issued Voucher No. 78 for $20.40 and withdrew 
from the First National Bank by Check No. 31 cash with which 
to renew the petty cash fund. 


No. 217. Issued Vouchers Nos. 79, 80, 81, and 82 for the 
following purchases on account: 
Arctic Ice Co., 192 First St.; ice, $28.30. 
D. Smithland, Dayton; milk, $87.50. 
Foster & Co., 189 Hunt St.; stationery, $93.75. 
Conklin Plumbing Co., 800 Mitchell Ave.; repairs on 
plumbing in factory, $114.27. 


No. 218. Sales on account for the day as follows: 


Sa Vien blacks \Vlany.vil lowe eee eames Lie eew@reanige an $465 .50 
Palace Candy Co., 18 W. Sixth St......... on ee A OAS 2 28.50 
Scotian Manning Clint onmese ener in nf pial IS Gee ae 275.00 
New York Candy Co., 108 Pearl St....... a see es ee 57.50 


No. 219. Cash sales for the day: ice cream, $220.00. 


No. 220. Accepted from George Rooney, in payment for the 
last installment on common stock subscribed by him, his check 
for $1,250.00 and his note for $2,500.00, due in thirty days with 
interest at 6% from date. Issued the stock. 


No. 221. Deposited the cash received today ($1,470.00) in 
the Farmers Trust Company. 


August 26 


No. 222. The First National Bank advises collection of the 
note signed by Charles Smith and left with it for collection 
August 21. Our account has been credited with $2,512.50, face 
of the note and interest. 


No. 223. Issued Voucher No. 838 in favor of the Midland 
Creamery Co., Reading, for $348.50, milk purchased on account. 


No. 224. Received checks from the following in payment of 
the last installment of 25% of the stock subscribed: 


CoMMON— 


Mee Vic Mahoniun acs an: CS TAD OO! Tals Ce lod, Go ncowonos ue $250 .00 
Nitsa OMNSOnNn seats - D5 000 MG WE AC OODCI are inet Ree OOO 
Tels Mi ABXOMAGIS, Whee na ah tam USN) Alana SSAA, os nel oa coc an en 125.00 
Jeeetvainsbergeran > AL EOY (GA DR INNES, 3 5e4 wold Goto ote 125.00 
GeUStISHe. fhe teen hh 150.00 George Musselmann....... 125.00 
@eU buchanan tata. HOOEOOU Sed eR WD aVisiae warns itemise) Ane 375.00 
PREFERRED— 

DMOPConneror.. ane: $ 250.00 DEOnConner Leer Ol conO0 


Issued certificates to each. C. D. Norris requests that two 
certificates be issued for his subscription, one to himself for three 
shares and one to his wife for two shares. 
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No. 225. Sales on account for the day as follows: 


Barnum ds) Comm Win lstes lace are ener licerCream=nn ee $275 .00 
Stewart & Stewart, 4848 Tower Ave....... HG So Le ee 440.00 
Merchandise..... 14.87 


No. 226. Cash sales for the day: ice cream, $137.50. 
No, 227. Deposited the cash received today ($8,900.00) in 
the First National Bank. 


August 27 


No. 228. Issued Check No. 15 for $92.00, Check No. 16 for 
$140.78, and Check No. 17 for $242.89 on the Farmers Trust 
Company, in payment for Vouchers Nos. 56, 62, and 68, re- 
spectively. Deducted 3% discount as per terms on Voucher 
No. 68. ° 

No. 229. Issued Voucher No. 84 in favor of J. A. Parker, 
for fifty shares of his preferred stock at par. Paid this voucher 
by Check No. 18 on the Farmers Trust Company. Mr. Parker 
has surrendered his stock certificate and received a new one for 
his net holdings as shown by his account in the stock ledger. 

Debit Treasury Stock Preferred for the amount of the voucher. 


No. 230. Paid from the petty cash fund as follows: stamps 
for use in the selling department, $4.00; pens and pencils, $5.00. 


August 28 
No. 231. Issued Vouchers Nos. 85 and 86 for the following 
purchases on account: 
South Side Ice Co., 40 W. Second St.; ice, $17.54. 
J: es Ginville Company, 101 Ninth St.; advertising supplies, 
7.50. 

_ No. 232. Received checks from customers as follows: Lake 
View Pharmacy, $206.20; Morgan’s, $109.00; Olson’s Restau- 
rant, $22.00. 

No. 233. M.E. McMahon has sold ten shares of his common 
stock to W. O. Crosswhite; and D. O. Conner, Sr., has sold five 
shares of his preferred stock to R. H. Blackburn. 


No. 234. Sales on account for the day as follows: 


M. L. Roberts, 218 Highland Ave.........Ice Cream....... $495 .00 
Cummins & Co., 95 Delta Ave............ ae Saree: Lt3) 50 
Save black Maryavil lene n mens eee iiaiees 7 = eee 220.00 
Merchandise..... 28.50 
Jackson Hotel, 345 WaiThird St... 7... 4) cer @rcane ae 24.00 
LCGG Ae, ea 2.00 


No. 235. Cash sales for the day: ice cream, $225.50; mer- 
chandise, $16.25; ice, $1.50. 
_ No. 236. Deposited the cash received today ($580.45) in the 
First National Bank. 
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August 29 


_No. 237. Received checks from customers as follows: W. E. 
oan $63.00; Peterson’s Confectionery, $44.75; Castle Hotel, 


No. 238. Paid from the petty cash fund as follows: special 
purchase of ice, $4.00; raw materials purchased, $2.50; stamps 
for office use, $2.00; extra labor in unloading delivery, $2.50. 

Debit Delivery Expense for the last payment. 


No. 239. Deposited the cash received today ($129.75) in the 
First National Bank. 
August 30 


No. 240. Issued Voucher No. 87 for $29.50, traveling ex- 
penses of J. W. Jones, an employe in the selling department. 
Paid this voucher by Check No. 19 on the Farmers Trust Com- 


pany. 
No. 241. Sales on account for the day as follows: 


Peterson’s Confectionery, 1400 W. 12th St. Ice Cream....... $ 29.00 
West Side Drug Store, West Side......... oe 0 Le ee Te 52.00 
Jenkins Brothers, Maryville.............. “s a eh Ne 392 .50 

Ice. bE ees 2.50 


No. 242. Issued Voucher No. 88 for $2,010.00, amount of 
30-day note given the Arctic Ice Co. on July 31 and due today, 
and interest. Paid this voucher by Check No. 32 on the First 
National Bank. 


No. 248. Cash sales for the day: ice cream, $123.50. 


No. 244. Deposited the cash received today ($128.50) in the 
First National Bank. 
August 31 


No. 245. Issued Voucher No. 89 for $20.00 and withdrew 
from the First National Bank by Check No. 33 cash with which 
to renew the petty cash fund. 


No. 246. Paid Voucher No. 71 by Check No. 20 for $1,752.00 
on the Farmers Trust Company, and Voucher No. 74 by Check 
No. 21 for $2,486.25. 


No. 247. Sales on account for the day as follows: 


Wicca, HAAS WW Zul Siicamcoo Gpeadoborn lieeu@reammen re $ 24.00 
Scotts culammin can @linaGOner cr. ee case at ee se x Bi it Seca 330.00 
So IM. bells, IMME TAARIIOL ceepooocnee buds * el ett ene 195.00 


No. 248. Issued Voucher No. 90 for the following salaries of 
officers: George Rooney, $400.00; M. E. McMahon, $300.00; 
H. D. Thompson, $300.00. Paid this voucher by Checks Nos. 
34, 35 and 36 on the First National Bank. 
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INSTRUCTIONS: 1. Prove cash (balance in First National Bank, 
$14,267.64; balance in Farmers Trust Company, $9,489.75). 


2. Foot and rule the books of original entry, and post all entries 
including the totals of the special columns. 


8. Take a Trial Balance of the general ledger. 


4. The following adjustments are to be made: 
(a) Reserve for Bad Debts, % of 1% of Net Sales of ice cream 
and merchandise. 
(b) Depreciation on Fixed Assets: (a) buildings, $450.00; (b) 
machinery and factory equipment, $800.00; (c) delivery 
equipment, $186.00; (d) office equipment, $23.29. 


(ec) Accruals: (a) interest on notes receivable, $9.05; (b) interest 
on notes payable, $399.14; (c) interest on mortgage 
payable, $300.00; (d) unpaid pay roll: Direct Labor 
$312.60, Indirect Labor $225.00, Miscellaneous Expenses 
$138.00, Delivery Expenses $142.25, Miscellaneous Selling 
Expenses $122.50. 

(d) Inventories: (a) Finished Goods, $1,549.57; (b) Merchan- 
dise, $415.25; (c) Raw Materials, $6,759.60. 


(e) Deferred Charges: (a) office supplies on hand, $36.27; (b) 
factory supplies on hand, $12.00; (c) ice on hand, $25.70. 
There are no sales department supplies or advertising 
supplies on hand. 


(f) Unexpired Insurance: (a) on factory and equipment, $250.00; 
(b) on raw materials and finished goods, $125.00; (c) on 
office equipment, $50.00; (d) on delivery equipment, 
$75.00. The expired insurance on raw materials and 
finished goodsis to be apportioned as follows: raw materials, 
77%; finished goods, 23%. (See Transaction No. 187 for 
premiums paid.) 


5. Prepare a Working Sheet, Balance Sheet and Statement of Profit 
and Loss. A dividend of 2% is declared on preferred stock. 


6. Make the journal entries necessary to give effect to the adjustments 
stated above and post the same. 


7. Make the journal entries necessary to close the ledger accounts and 
post the same. 


8. Make the post-closing entries and take a post-closing Trial Balance. 


9. Prepare a list of the customers, showing the amount due from each 
as shown by the accounts receivable ledger, and prove the total by com- 
paring it with the balance of the controlling account in the general ledger. 


10. Prepare a list of the unpaid vouchers as shown by the voucher 
register, and prove the total by comparing it with the balance of the Vouch- 
ers Payable account in the general ledger. 


11. The total number of gallons of ice cream sold during July and 
August was 23,009. Ascertain the cost per gallon. 


Retain the Statement of Profit and Loss for future use. 


CHAPTER XLIX 
ANALYSIS OF FINANCIAL STATEMENTS 


Basis for Interpretation and Use of Financial Statements 


To make possible a correct interpretation and use of financial 

statements it is necessary: 

(1) That the statements be drawn in the proper form 
with a proper classification of the items which they 
contain. 

(2) That the items appearing on the statements be cor- 
rectly stated both as to amount and as to title. 

(8) That proper comparisons be made to show the present 
financial condition and the change in financial condi- 
tion which has taken place during the fiscal period. 

Considerable attention has been given in previous chapters 

to the form of the most widely used financial statements, the 
Balance Sheet and the Statement of Profit and Loss. Consider- 
able emphasis has also been placed upon the classification of the 
items which appear on these statements. It will be assumed, 
therefore, that the student is familiar with the form of these 
statements. It is the purpose of the present chapter and those 
immediately following to discuss the information which ordinarily 
appears on these statements and the method of judging the finan- 
cial condition of a business by a consideration of this information. 


The Balance Sheet 
To serve as a basis for this discussion, a Balance Sheet made 
in the standard form is given in Illustration No. 115. 


Current Assets 

Cash. The cash item shown on the Balance Sheet usually 
represents cash on hand and cash on deposit in the bank. By 
“cash on hand’”’ is meant that in the cash drawer. If cash funds 
are maintained at the branch offices, the amount of these should 
be shown as a separate item. Cash on hand should represent 
currency and checks which have been received and not yet 
presented for deposit or payment. It should not include dis- 
honored checks, due bills and I. O. U.’s received from employees. 
The cash in bank should represent funds on deposit which are 
subject to withdrawal without notice. Time deposits should be 
shown as a separate item. All outstanding checks should be 
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THE HARTLEY COMPANY 
BALANCE SHEET AS OF DECEMBER 31, 192.. 
Assets 
CURRENT ASSETS: l 
Cash: | 
Onvliandere eee aera ce 200.00 | | 
in Bankes eee see _ 19,805.75 || 20,005 |75 || 
Notes Recetvablém. asia fai =, nabtotie Gane | 3,250 50 | 
Accounts Receivable............ 205,110.50 || | 
Less: Reserve for Bad Debts. 5,010.50 200,100 } 
Inventories. ae eee ake a ee iia ewe || 80,215 |20 
Accrued Commies. nie srorie en eee nes || _ 3,025 |50 
MONAT © URRENIACS EIS tte neni 306,596) 95 
INVESTMENTS: eer] 
Brown Manufacturing Co., 7% Pid. Stock... 20,000 
UleS3495) Bonds dues Sime spree ee eee? 000} een) 
MMONWAb, LON AOS OTIOINONS co Shoe no asebons 29,000 
DEFERRED CHARGES TO EXPENSE: 
IPAS OG! INSURED, oc code den oeacdoodno ss 809 50 
Unused) Suppliestyye.o.5 ee ec ee ee 205 |50 || 
ToTAL DEFERRED CHARGES TO EXPENSE | a 1,015 
FiIxED ASSETS: | 
OficesEiquipmentie ees | ee 4,150.50 
Less: Reserve for Depreciation 415.05 | 3,735 |45 
Machinery and Equipment...... 75, 110)..75) | 
Less: Depreciation.......... 25,160.25 | 49,950 |50 
Buildings ot 2. wane wees 40,000.00 | hes a 
Less: Depreciation.......... __ 1,000.00 39,000 
Hand e® caren) aes ears tae ee eet epee || 20,000; | 
TOTAL EEXED SASSHTS a tele ee ies ae 112,685 |95 
INTANGIBLE ASSETS: | | 
GOOG Walle NAY ie esl ene ee A oe 30,000 
Baten (Sin Mees tyeiien ase ia leg then CES cero | 20,000| | | 
TOTAL INTANGIBLE ASSETS............ | |i 50,000] _ 
EROMAT CAISSE TG ghie) ya ke hy 2 1ak eee a ae a fs 4991 2.09 50 
Liabilities and Proprietorship | | 
CURRENT LIABILITIES: eal 
INotestbavaplen. 5 why sasieise, ates eee ee 71,150 |50 || 
INECOVIMISNZENCIONE ann apa amoono.cusadoN 6 42,010 50 
ACCLUCAMLIa DItIESHee oN eee eee | _3,110160 ! 
TOTAL CURRENT LIABILITIES.......... 116,271 | 60 
FIXED LIABILITIES: 
Bonds RavAblet tn. sry 2 vars Maer 50,000. 
PROPRIETORSHIP: | | 
Capital toconmpr tet. cric.celus Saecerc eeeecine / 200,000 | 
Reserve for Sinking Fund.................. | 40,000} || 
SUTDRIST As he car ie Cee eA gets ie eed 93,026 |80 | 
ROTATE PROPRIETORSHIP =a eat ae '|__ 333,026 380 
TOTAL LIABILITIES AND PROPRIETORSHIP..... 99297190 


Illustration No. 115, Balance Sheet 
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subtracted in determining the balance on deposit. Although 
these checks may not have been presented for payment, the 
funds they represent are no longer available for the use of the 
Issuing company. The cash on hand ordinarily represents only 
a small per cent of the total cash of the company. All cash 
received should be deposited daily and only a small amount 
withdrawn for use as petty cash. 


Notes Receivable. The notes received from customers in pay- 
ment of merchandise should be shown as a separate item from 
the notes received from any other source. If notes are received 
from officers and employees or from subsidiary companies, these 
must be shown separately. If notes have been pledged as col- 
lateral for loans, the amount of such notes should be stated by 
showing them as a separate item. Notes past due should be 
shown. On a Balance Sheet made for credit purposes, it may be 
desirable to show the notes past due under a separate classifi- 
cation. 


Sometimes notes received from customers are discounted at 
banks. In this case the company offering the notes for discount , 
is required to endorse them, and thus it becomes contingently} 
liable on these notes. This contingent liability must be shown 
on the Balance Sheet. When the amount of the notes receivable 
shown on the Balance Sheet is very small in comparison with the 
amounts shown on previous Balance Sheets, it is an indication 
of the probability that notes have been discounted. A careful 
investigation should be made to determine whether this is the 
case. 


Accounts Receivable. The accounts receivable should be classi- 
fied to show the accounts: 


(a) Due from customers for merchandise. 

(b) Due from employees for advances made to them. 

(c) Due from subsidiary companies or branches for mer- 
chandise shipped to them or for advances made to 
them. 

There are two reasons why this classification is desirable: 

(a) If customers do not pay their accounts, collection 
can ‘usually be secured from them by legal process, 
while it is usually not expedient to bring legal action 
against employees or subsidiary companies. 

(b) In determining the ratio of accounts receivable out- 
standing to sales, it is necessary that only accounts 
receivable arising from sales be used. 


Past due accounts should be stated separately from the 
accounts receivable not yet due. In making the Balance Sheet 
for credit purposes it may be desirable to classify the current 


\% 
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assets so as to show both past due accounts and past due notes 
separately from those not yet due. In this case, the current 
assets may be shown as follows: 


CURRENT ASSETS: 


yt SLow: 
INotessRecelvables basta UCr re niin meer i ein tecueaere 
Peon ies Rane alder IDE oj 45en5a6 sueseoe —seauans 


UNA (Ohba NSN oeasgeecaceckeowun 6 au owns 


Business firms sometimes discount their accounts receivable. 
During the past few years companies have been organized which 
discount accounts receivable in the same manner in which banks 
discount notes receivable, and business firms much in need of 
cash make use of their services. When a firm discounts its ac- 
counts receivable, it is contingently liable for their payment in 
the same manner in which it is contingently liable for the notes 
discounted. This contingent liability must be shown on the 
Balance Sheet. 


All accounts ascertained to be worthless should be charged 
off the books and not shown on the Balance Sheet. Adequate 
provision for probable losses on the remaining accounts should 
be made by a reserve for bad debts, and the amount of this 
reserve should be shown on the Balance Sheet as a deduction 
from accounts receivable. 


Inventories. On the Balance Sheet of a trading concern only 
the item of finished goods will be shown under “Inventory”. On 
the Balance Sheet of a manufacturing concern, there will appear 
the three items of raw materials, goods in process and finished 
goods. In connection with all inventories, it is necessary that 
ane attention be paid to three things: (1) quantity, (2) quality, 

price. 


With reference to quantity, only the commodities to which 
the business has full and valid title should be included in the 
inventories. Goods received on consignment should not be 
included. On the other hand, goods shipped on consignment, 
but not yet sold, should be included since the title to them is 
still vested in the consignor. 


Only such goods should be included in the inventory as are 
of such quality that they have some salable value. Goods which 
have deteriorated to such an extent that they can be no longer 
offered for sale, or which have become obsolete, should not be 
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included unless it be at scrap value. The quality of the goods 
must be considered also in determining the price at which they 
should be inventoried. Although they may still have some salable 
value, this may be much below their original value. 


All inventories should be valued at cost or market price which- 
ever is the lower. By cost is meant the invoice price plus all 
expenditures incurred in placing the commodity in a condition 
to be sold. For example, the freight, drayage and unpacking 
cost may be added to the invoice price. By market price is meant 
the present cost to replace the article—not the price at which it 
may be sold. It may be difficult to determine the market price 
of goods in process. The proper rule to follow is to determine the 
cost to replace the goods in their present stage of manufacturing, 
and if this is less than their present cost, replacement cost should 
be taken. 

It is especially important that the inventories be stated 
accurately. On the Balance Sheets of many concerns the inven- 
tory represents fifty per cent of the current assets. It can easily 
be seen that if the inventory is stated incorrectly, the financial 
condition of the firm will be materially affected. 


Accrued Income. At the end of the fiscal period, there may 
be items of accrued income, such as interest on notes receivable 
due from customers, or interest on bank balances, which should 
be treated as assets on the Balance Sheet. Since such items are 
usually due and payable within a relatively short time, they may 
be shown as current assets. 


Investments 


Many companies own stocks or bonds of other companies 
or bonds of the United States Government. Although such 
stocks or bonds may be readily salable, it is usually not the in- 
tention of the company to sell them in the near future. It is 
better, therefore, to exclude them from current assets and to show 
them under the separate heading of “investments” or “securi- 
ties.’” Sometimes notes held against officers of the company or 
subsidiary companies are included under this heading instead of 
being shown under current assets. If it is not the intention of the 
company to collect such notes within the near future, this pro- 
cedure is desirable. 

Stocks and bonds should be shown on the Balance Sheet at 
cost unless the present market value is below the cost price. In 
this case, they may be marked down to market value or a reserve 
may be set up for the difference between the cost and market 
price. In case of a slight fluctuation between the cost and market 
value, the investments may be shown at cost and the market 
price shown in brackets immediately after the title of the invest- 
ment. To illustrate, if the preferred stock of the Braun Manu- 
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facturing Company which cost $20,000.00 has a market value of 
$21,000.00, this may be shown on the Balance Sheet as follows: 
INVESTMENTS: 


Braun Manufacturing Co., Preferred Stock, 
iremie \elley SMUD. 2b. cesnsawecounccccedeodor $20,000 


Deferred Charges to Expense 

Deferred charges to expense represent expenses paid during 
the current or preceding periods for services or supplies which 
will not be used until succeeding periods. Prepaid insurance, 
taxes and interest are the most frequent examples of such charges. 
Inventories of supplies which are not to be sold but are to be 
used in the operation of the business may well be included under 
this heading. 


Fixed Assets 

Furniture and Fixtures. Under this heading is shown the 
equipment used in the operation of the offices of the various de- 
partments of a business. Care should be taken to see that it is 
shown at cost with proper allowance made for depreciation. All 
repairs incurred in connection with such equipment should be 
charged as an expense of the period when made and should not 
be charged to the asset. 


Machinery and Equipment. Machinery and equipment should 
be shown at cost less accrued depreciation. All repairs incurred 
on machinery and equipment should be treated as an expense of 
the period when made. Care must be taken to see that any 
mortgages or liens which may be outstanding against machinery 
or equipment are properly recorded as liabilities. 


Buildings. The value of the buildings owned by a business 
should be shown separately from the value of the land on which 
they are situated. The buildings are subject to depreciation, 
require repairs, and should be protected by insurance. The land 
is not subject to depreciation, requires no repairs, and, not being 
subject to destruction, need not be insured. If the buildings are 
shown as a separate item, it facilitates the determination of the 
adequacy of the depreciation allowed, the repairs made, and the 
insurance carried. 

Only the buildings to which a business has title should appear 
on its Balance Sheet. If mortgages are outstanding against the 
buildings, or bonds have been issued for which the building serves 
as security, these facts should be clearly shown on the financial 
reports. The buildings should be shown at cost less accrued 
depreciation. Increases in the value of the buildings due to market 
conditions should not be reflected in the accounts or on the finan- 
cial statements except under unusual circumstances. As in the 
case of all other fixed assets, the repairs to buildings should be 
treated as an expense of the period in which they are made. 
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Land. Only the land to which a business has title should be 
shown on its Balance Sheet. Land is ordinarily not subject to 
depreciation. In some cases its value may be decreased because 
of market conditions, and it may be desirable to reflect this 
decrease in value in the accounts. Increase in value due to 
market conditions should be shown in the accounts only under 
exceptional conditions. 


Intangible Assets 


The intangible assets of most frequent occurrence are good- 
will and patents. Sometimes goodwill is shown as one of the 
fixed assets, but it is preferable that it be shown under a separate 
heading. Patents are also shown as fixed assets on some Balance 
Sheets, but it is preferable that they be shown separately. Fixed 
assets, such as land and buildings, are subject to more or less 
accurate valuation, while it is very difficult to obtain the value of 
such intangible assets as goodwill and patents. It is desirable, 
therefore, that the latter be shown separately from the fixed 
assets so that all who read the Balance Sheet can see the values 
placed on the intangible assets. 
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QUESTIONS FOR CLASS DISCUSSION 
ee ee 


“It is the purpose of the Balance Sheet to show the financial 
condition of the business as of a certain date, and it is the pur- 
pose of the Statement of Profit and Loss to show the result of the 
operations of the business for a certain period of time.” Explain 
what is required if these statements are to accomplish these 
purposes. 


eet 


The Balance Sheet of the Jones Manufacturing Company 
shows the following items: 


Cashion: Hand S50 yeep seen acer eee coe $2,649 .75 
Gash in'Bankweevan- cane ee eee me eee 955.30 


Does this represent a normal condition? What reasons can 
you give as a probable cause of this condition? 


set 
The Balance Sheet of the Beaver Construction Company 


shows: 


CashringBank? 20.0 ee- fe 2 ee ee eee $8,562 .45 
Petty, Cashin’... .ctyrc iar ees tary Aen eer ee 23.81 


From the appearance of these items can you explain the method 
which this company employs in the handling of petty cash? 


es Daas 


The Balance Sheet of the Western Manufacturing Company 
shows the item ‘‘Cash—$16,651.45.”’ An examination shows that 
this item includes the following: 

Checks received from customers which have 


© 


been returned as ‘‘dishonored”’............ $ 851 525 
ly Is Oa Weit Gi SN NOWES 5.05 one 0 goncaubau ace 300.00 
ec. Stamps held in the cash drawer............. 31.06. 
d. Notes of customers due but not yet presented ni 

for Paymenttaniin wen ee ek Pee er: 800.00 
Crm CUIREN CysINkCaS MIC LA WiC tannin a aan PASS 33) | 
f. Cash in the hands of branches which is held 

by them permanently as working funds... 2,000.00 
g. Cash in the bank for which checks have been 

issued but not yet presented.............. 8,457 .96 

Explain how you would show these items on the Balance Sheet. 
at as 


The Baker Manufacturing Company has discounted $5,000.00 
of notes of customers at its local bank. Explain how these should 
be shown on the Balance Sheet of the company. “S.\. 


‘ - 
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=e 


Explain and illustrate the method of classifying accounts 
receivable on the Balance Sheet. 


SE pie 


An analysis of the accounts receivable of the Bleeker Milling 
Company shows the following result: Xs 


Accounts Receivable, not yet due.............. $11,876.50 ” 
Accounts Receivable, 30 days past due......... 8,354.95 
Accounts Receivable, 60 days past due......... 2,679 .40 
Accounts Receivable, 90 days past due......... 1,228.78 


(a) Explain how you would show the accounts receivable of 
the company on its Balance Sheet. (b) Of what significance is 
ne classification of the accounts to show the length of time past 

ue? 
= ees 

An examination of the stock in the workrooms of the Plimpton 
Press shows the following: 

a. Paper and ink to be used for printing purposes $42,905.73 
2 


b. Books in process of manufacture............ 1,679 .46 
ce. Books completed, but not yet invoiced to cus- 

GCOMErSteseel ee Ace at O SO Ss ee aoe 12,304 .28 
d. Books invoiced to customers but not yet paid 

LOPS VRUNCINIM a MeO TT ike ee oa 6,295 .37 
e. Books invoiced to customers for which pay- 

Mente hasebeensTrecelveds wi. ny ann 8,036 .60 


Explain how these various items would be treated in the 
accounts and on the financial reports of the company. 


PE Spend 
An examination of the records of the Chicago Wholesale 


Company shows the following: 
a. Merchandise on hand for which invoices have 
no tsyetipeenrrecelv.eder qe aaa eee $2,254 .93 
b. Orders received from customers for future 
delivery but which have not yet been filled 4,745.92 
ce. Merchandise for which the company has been 
billed, but which has not been received by it 1,368.46 
d. Merchandise sold and paid for, but held for 
later delivery at the request of the purchaser 1,593.78 
Explain how you would treat each of these items in preparing 


the inventory for this company. 


Bee f(s 

An examination of the inventory of the Wilmer Manufactur- 

ing Company shows numerous articles which have been on hand 

for a number of years and of which no sales have been made for 

the past two years. Explain how these articles should be valued 
in taking the inventory. 
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—1l1— 

In the inventory of this company there are found some articles 
which cost $2.00 to manufacture, but which can now be produced 
at $1.80. There are other items which cost $2.00 to manufacture, 
but which it would now cost $2.25 to produce. Explain how these 
items should be shown on the Balance Sheet of the company. 


BE Oe 
(a) Explain the importance of accrued income and its classi- 


fication in drawing up a Balance Sheet. (b) In connection with 
what assets would you expect accrued income to arise? 


enh 16 
The Stone Manufacturing Company owns bonds which cost 


$100.00 each. Their present market value is $98.00 each. How 
would you show these bonds on the Balance Sheet of the company? 


= ee 

O. O. Lahman shows on the Balance Sheet of his company 

the following item: Land and Buildings, $15,000.00. This 

represents the cost of the property in which he conducts his 

business when it was purchased five years ago. Explain how you 
would change this item on the Balance Sheet. 


Set ees 
The Dodge Steel Company shows on its Balance Sheet the 
following item: Land, $19,000.00. 
Investigation shows that this represents land purchased for 
$44,000.00 against which a mortgage of $25,000.00 is outstanding. 
What changes would you suggest? 


pen Gee 
What is the preferable method of showing such items as 
Patents and Goodwill on the Balance Sheet? 
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LABORATORY MATERIAL 


Exercise No. 195 


You are requested by the Belding Manufacturing Company 
to prepare a classification of accounts to be maintained by the 
company. After a thorough study of its organization and oper- 
ations, you prepare a classification of accounts for its use. The 
following are the assets accounts you recommend: ; 


Asset Accounts 

Current Assets 

First National Bank 

Petty Cash 

Notes Receivable—Customers 

Notes Receivable—Employes 

Accounts Receivable 

Raw Materials (Inventory) 

Goods in Process (Inventory) 

Finished Goods (Inventory) 

Accrued Income 


Investments 
Bachrach Manufacturing Company—Preferred Stock 
United States Liberty Bonds 


Deferred Charges to Expense 
Unexpired Insurance 
Prepaid Interest on Notes Payable 
Organization Expense 


Fixed Assets 
Furniture and Fixtures 
Reserve for Depreciation of Furniture and Fixtures 
Machinery and Equipment 
Reserve for Depreciation of Machinery and Equipment 
Buildings 
Reserve for Depreciation of Buildings 
Land 


Intangible Assets 


Goodwill 
Patents 


INSTRUCTIONS: Write a report to the Belding Manufacturing 
Company explaining the purpose of each of the asset accounts given in the 
classification, and state the operation of the account with sufficient clearness 
to enable the bookkeeping employes of the company to operate it properly. 
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Exercise No. 196 


The Trial Balance of the Modern Manufacturing Company 
taken as of December 31, 1926, is as follows: 


MODERN MANUFACTURING COMPANY 
TRIAL BALANCE, DECEMBER 31, 1926 


CashrongHan (ven tere ene 100 
AWecountssnecelvial cea a tenn entre 50,456/33 
Stock on Hand, December 31,1925 .. 39,051/65 
MoansstorAes bas horus eaktner er 14,300 
Plant and Machinery. hs ee 70,000 
Bank Overdraft. . ri, ee yh cae gai 2,000 
Creditors). ee rece or eee 16,192)|80 
Xe, 1835 Soo (CAVE geen hobo 0 an 80,000 
BaCelong.: Capitaine) ere 40,000 
Sales tge 4. atin Saye) ee eee 192,306 Td 
Discounts and Allowances........... PAA SVAN (BS) 
Purchases. 20) 3 Bacup a ae 76,104/90 
Hreleht: Ince seen 4 eee 3,142/85 
Tabor eons: ee aie oe eee 48,273|70 
Rents and Taxes. 7,000 
Insurance (one year from July 1 ,1926) 2,312)\60 
Buel Serr ee ea te oe ee 6,307|50 
Administrative Salaries............. 6,000 
Dravelingukhxpensesnmen yaaa 2,986)/23 
Stationery and Printing............. 2,491/58 
Generaleb XpPensesmeasen eri teen 1,212|26 
ent oteHactonye > Wilding sere 3,000 
Triteresta@ ostsis-ere eet eee 1,207/20 

333,499|55 833,499/55 


The following information is obtained: 


(1) Stock on hand, December 31, 1926, $46,000.00. 

(2) Estimated depreciation on plant and machinery, 10%. 

(3) Estimated loss on bad debts, 1% of sales. 

(4) No accruals are to be taken into account. 

(5) Rents, taxes and insurance are to be considered two- 
thirds manufacturing expense and one-third operating expense. 


(6) Profits are to be distributed two-thirds to Short and 
one-third to Long. 


INSTRUCTIONS: Prepare a Balance Sheet and a Statement of 
Profit and Loss as of December 31, 1926. 


CHAPTER L 
ANALYSIS OF FINANCIAL STATEMENTS—Continued 


Notes Payable 


Notes payable should be classified to show the notes (a) due 
to merchandise creditors; (b) due to banks; (c) due to note 
brokers; (d) due to others. 


This classification is desirable because it indicates the method 
by which a business finances its operations. In many lines of 
business a large item of notes due to creditors is not desirable, 
since this may indicate the issuance of notes in payment of over- 
due accounts; but in those lines of business in which it is cus- 
tomary to issue notes in payment of merchandise, it is expected 
that the Balance Sheet will show a Jarge item of notes issued to 
merchandise creditors. Nearly all business firms borrow from 
banks to some extent. When a liberal rate of discount is offered 
on purchases, it is often profitable to borrow from the bank and 
take advantage of the discount. A large number of notes due to 
banks with a small corresponding amount of notes due to creditors 
may indicate sound financing. 


During recent years many firms have sold notes to note 
brokers. Banks formerly looked with disfavor on this procedure 
since they thought their customers should borrow from them. 
During recent years they have come to regard this practice with 
greater favor, due, probably, to the fact that the note brokers 
borrow from the banks the funds they use in carrying on their 
business, and, consequently, the banks do not lose because of the 
fact that their customers borrow from the note brokers. 


Notes issued to officers of the company may indicate that the 
business has some difficulty in obtaining funds and that the 
officers have been forced to come to its rescue. In any case, it is 
desirable that the amount of such notes be shown separately. 


Accounts Payable 


Accounts payable should be classified to Shag the accounts: 
(a) due to merchandise creditors; (b) due to others. 


This classification is useful, for a firm is not expected to incur 
liabilities to others than merchandise creditors except under 
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unusual circumstances and consequently the amount of such 
liabilities is significant. If any of the accounts payable are se- 
cured by the pledging of assets as collateral, this should be shown 
on the Balance Sheet. 


Accrued Liabilities 


Accrued liabilities may arise because of wages, interest and 
similar items which are accrued, but not yet due. Of recent 
years accrued taxes are an item of considerable importance which 
must be shown as a liability. Since these items need to be paid 
within the near future, they should be shown as current liabilities. 


Bonds Payable 


Bonds payable should be shown as a liability and not as a 
deduction from the asset on which they are a lien. Some busi- 
nesses subtract the bonds payable from the asset which serves 
as_a security for them and show the equity as an asset. This 
method does not show the true financial condition of the business. 
When serial bonds are issued, which provide for the payment of a 
certain amount each year, the amount falling due within the year 
should be shown as a separate item. 


Mortgages Payable 


Mortgages payable, like bonds payable, should be shown as 
a liability and not as a deduction from the asset on which they 
are a lien. It is well to indicate on the Balance Sheet the par- 
ticular assets which serve as security for the mortgages payable. 
It is also well to show the date of maturity. 


Contingent Liabilities 


Full information should be shown on the Balance Sheet with 
reference to all contingent liabilities. Such contingent liabilities 
may arise because of the notes receivable discounted, accounts 
receivable sold, or suits pending which may result in a judgment 
against the firm. Where there is a considerable probability of 
an adverse decision of the pending suit, it is desirable that a 
reserve be set up to provide for the liability arising from this 
decision. Contingent liabilities may be shown by means of 
footnotes which explain their nature, or they may be shown 
among the liabilities with their amount shown short and not 
extended in the amount column. 


Capital 


# The capital of a corporation may be represented by three 
items: 


(a) The capital stock outstanding. 
(b) The accumulated surplus. 
(c) Reserves which represent appropriated surplus. 


Ch. 50] FINANCIAL STATEMENTS — LIABILITIES aw 


Sufficient discussion has been given in previous chapters with 
reference to capital stock and surplus. It is necessary to give a 
brief discussion of the reserves which may appear on the Balance 
Sheet and to explain the kind of reserves which may be con- 
sidered as a part of the capital or proprietorship. 


Reserves 


On the Balance Sheets of corporations three kinds of items 
will be found under the title of reserves: 


(1) There are shown “reserves” for taxes and similar . 
items which are not reserves in the proper sense and 
should be termed accrued liabilities and shown under 
current liabilities. 


(2) There are reserves which represent the estimated 
decrease in the value of assets, such as reserves for 
depreciation and reserves for bad debts. These 
should be shown as deductions from the assets to 
which they pertain. These reserves may properly 
be called valuation reserves, since they are used in 
determining the value of certain assets. 


(8) There are reserves which represent surplus that has 
been set aside for a certain length of time for a par- 
ticular purpose and which will later be carried back 
into the Surplus account. Since these reserves will 
later be carried back to Surplus, they may be consid- 
ered as a part of the surplus, and therefore a part of 
the proprietorship of the business. The reserve of 
this kind which is of the most frequent occurrence is 
the Reserve for Sinking Fund. To illustrate its oper- 
ation, a typical case may be taken: 


The XY Corporation issues $20,000.00 in bonds, payable in 
twenty years, with a provision that $1,000.00 shall be carried to 
Reserve for Sinking Fund each year. At the time the bonds are 
issued the following entry will be made: 
es COE oe Syl Boe uss eat £29. | 20,000] | 
BIOS LEAP NOS 64 Sow ae oe os one oe ! | 


| 
20,000 | 
| | 


| To record the sale of bonds for cash. 


| 
| | 


At the end of each year the following entry will be made: 


HBRee MACl UGE. soacaseosopegtowncns Il) SEXO) | 
| Reserve for Sinking Fund.......... | | | 1,000. 
'To record the annual credit to sinking | lt | 
fund in accordance with the terms of | ea | 
the mortgage. i | | 
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At the end of twenty years, the Bonds Payable Account and 
the Reserve for Sinking Fund will appear as follows: 


BONDS PAYABLE 


zie SS | | ra if i) Peele | ¢ iy 
| Dee. 381 Balance  y | 20,000 | 


SENT FOR SINKING EAUSDOS 


1] | | 


| | 92 | | 
PH | | Dec. a ealants |v 20,000 | 


Bonds Payabletaeeme sane ! 20,000, 
| 20,000 


| | 


as 
To record the payment of 6% bonds. 
| issued | 


Since the bonds are now paid, there is no further use of the 
reserve for sinking fund, and the $20,000.00 shown in the Reserve 
for Sinking Fund account will be carried to the Surplus account 
by the following entry: 


Reserve for Sinking Fund............| 20,000 
SUMDIUSS. wee ee ty ee oe pe eee | ) i 20,000 
To record the transfer of the reserve, ! 
for sinking fund to surplus. | | 


Since the Reserve for Sinking Fund eventually goes back into 
Surplus, the balance of this account throughout the twenty years 
may be regarded as appropriated surplus and shown as part of 
the net worth of the business. Other reserves which are of the 
same nature as the Reserve for Sinking Fund are ‘‘Reserve for 
Contingencies” and ‘‘Reserve for Additions.” 


The distinction between a proprietorship reserve, such as the 
Reserve for Sinking Fund, and a valuation reserve, such as the 
Reserve for Depreciation of Machinery, can be seen by a com- 
parison of the foregoing illustration with the following: 


Machinery costing $11,000.00 is estimated to have a life of 
ten years and a scrap value of $1,000.00. It is decided to use the 
straight line method of depreciation and write off $1,000.00 a 
yea ecu the machinery is purchased the following entry will 

e made: 


Machineryn 7 Baxter ee eee 11,000 
NCCOUMIGSE iciy (al DLC inn nen ean | 1 11,000 
To record the purchase of machinery | | 
| pe Departments A and B. | 
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At the end of each year the following entry will be made: 
lel | 
a 1,000. 


Reserve for Dep. of Machinery.... | 
To record the yearly charge for depre- | | 


| Manufacturing Expense............. | 
| 
| ciation. 


| taal | 

_ At the end of the ten years the Machinery account and the 
eae for Depreciation of Machinery account will appear as 
ollows: 


MACHINERY 


Dec. z Balance | ¥ | han | | | | 


| 
| 


RESERVE FOR MOSSE TER OF MACHINERY 


192 | Ne. l | te Eq 
| |] i Dec. e Balance | | 10,000 


If the machinery is sold at the Me of the ten years at its 
estimated scrap value, the following entry will be made: 


| 
| NecountsEveceivia blewers seine | il i) | | 
Reserve for Depreciation of eel 10,000. | 
| Machin eryones aera een ae | 11,000 
| | 


To record the sale of machinery atl 
scrap value. 


The last entry will close the Machinery account and the 
Reserve for Depreciation of Machinery account. When the 
machinery is disposed of, the reserve account also disappears. 
Its purpose during the life of the machinery was only to record 
the estimated decrease of its value. The proper method of showing 
it on the Balance Sheet, therefore, is as a deduction from the 
balance of the Machinery account. 

The Statement of Profit and Loss 
The information shown on the Statement of Profit and Loss 
is usually classified under the following heads: 
1. Sales. 
2. Cost of Goods Sold. 
3. Operating Expenses. 
4. Other Income. 
5. Other Expenses. 

The information which should be shown under each of these 

headings will be stated briefly. 
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Sales 

Under this heading should be included the selling price of all 
the commodities or services to which title has passed to the 
vendee. There should not be included under this heading goods 
shipped on consignment or goods for which orders have been 
received, but to which title has not passed. ‘The test as to whether 
the title has passed should be whether a legally enforceable claim 
exists against the vendee for the value of the goods. All goods 
returned and all allowances made to customers should be deducted 
from the gross sales to determine the net returns from sales. 


Cost of Goods Sold 


Under this heading should be shown the cost of the goods 
which are reported as sales under the preceding heading. By 
cost, as used in this sense, is meant all expenditures incurred up 
to the time when the goods are put into condition to be offered 
for sale. The expenses incurred in making the sale and in deliv- 
ering the goods to the customer should be shown as selling ex- 
penses and not as a part of the cost of the goods sold. One of 
the principal reasons for this classification is that there is usually 
one executive who is responsible for the cost of the goods and for 
placing them at the disposal of the selling department, and there 
is another executive who is responsible for the selling of the 
goods and for their delivery to the customer. In order to judge 
the efficiency of these executives, it is necessary that the expen- 
ditures incurred by each should be shown separately. In many 
cases, separate executives are responsible for the delivery of the 
goods and for the sale of the goods; in this case, Selling Expense 
and Delivery Expense should be shown separately so as to better 
judge the efficiency of these two executives. 


Operating Expenses 


Under this heading should be shown all the expenses incurred 
in connection with the selling and administrative functions of 
the business. Not only the expenses paid, but those also which 
are accrued should be included. Care must be taken to include 
among the operating expenses the estimated depreciation on the 
fixed assets of the business. 


The selling and general expenses should be classified in such 
a way as to place responsibility on the executives of the company 
who are responsible for their incurrence. The extent to which 
they must be classified will depend upon the organization of the 
particular business. In many cases there will be certain miscel- 
laneous items of expense which it will be difficult to put under 
any proper classification. Such expenses are usually shown under 
the heading of “Miscellaneous Expense”. If this item appears 
to be unduly large, an analysis should be made to determine the 
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responsibility for these expenses. It is unwise to use this account 
as a “dumping ground” for all kinds of expenses. 


Other Income 


Under this heading will be shown income which is derived 
from sources other than the regular operations of the business. 
For example, in a mercantile firm interest on bank balances and 
notes receivable, and profit arising from the sale of fixed assets, 
will appear under this heading. Such income is shown separately 
in order that it may be possible to determine the profit arising 
from the regular operations of the business independently of the 
profit secured from miscellaneous sources. 


Other Expenses 


Under this heading will be shown any expenses incurred other 
than those which are the result of carrying on the regular opera- 
tions of the business. Losses arising from fire, expenses incurred 
in buying the stocks or bonds of other companies, and similar 
items will appear under this heading. These items of expense 
should be shown separately from the operating expenses for two 
reasons: 


(1) They are not regular expenses of the business, and, 
if they are included in the operating expenses, they 
will prevent accurate comparisons between operating 
expenses of different periods. 


(2) The executives of the business who are responsible 
for the operating expenses, such as selling expense and 
general expense, are not ordinarily responsible for the 
other expenses. Consequently, the inclusion of any 
items under operating expense which do not relate to 
this group of expenses will not only confuse the reader 
of the Statement of Profit and Loss as to the placing 
of responsibility for the incurrence of these expenses, 
but will also add to the difficulty of the executives 
themselves in checking increases in expenses. 
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QUESTIONS FOR CLASS DISCUSSION 


as pee 
The Brake Shoe Corporation owes in notes, according to its 
Balance Sheet, $3,315.00. No further information is given. 
Ordinarily is this sufficient information? Why? 
=e ins 


(a) Explain the possible items that might be included in the 
total amount of notes payable. (b) What is the desirable rela- 
tion of each of the groups of notes to the others? 


eo ae 
Explain the possible classification of accounts payable and 
the reason why this classification is desirable. 
vat, Ke 


The following information appears on the Balance Sheet of 
the Madison Company: 


Notes due merchandise creditors............... $ 4,000.00 
INiotesrdiesto: loans) ee eye en eee ne 16,250.00 
Accounts due merchandise creditors............ 7,546.60 


What does this information indicate with reference to the 
financial policy of the company? 


eee eed 

Why is the fact that accrued liabilities are not yet due not a 
legitimate reason for omitting such items from the Balance 
Sheet? 

asd [itn 

The Balance Sheet of the Carlton Manufacturing Company 
shows no fixed liabilities. The Statement of Profit and Loss of 
this company shows the following item: 

Inverestuone > ondseba yao Cuesta s rane nee $900.00 
What would you infer from these two statements? 


ee 


A company has discounted notes receivable at the bank. 
(a) Of what importance is this to the creditors of the company? 
- i what way will this information be shown on the Balance 

eeu. 


ene 


Explain and illustrate the difference between a proprietorship 
reserve and a valuation reserve. 
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sa aca 
_ On the Balance Sheet of the Russell Company, the following 
items appear: 


IRESCR VCR ODE ha x CS e geen use es atte gas cykh Ban eat Phat $ 350.00 
Reserve for Loss on Bad Debts................ 595.45 
IReSenver OLiSin in omni eens eee ene ay are ae 12,000 .00 
Reserve for Depreciation of Buildings.......... PA Asie XO) 


Explain the meaning of each of these items and state how 
each should be shown on the Balance Sheet. 


Pee) ae 

Explain and illustrate the items which enter into the cost of 
goods sold in (a) a retail store, (b) a wholesale business, and 
(c) a manufacturing company. 


ssi) by ee 

“The expenses incurred in making a sale and delivering the 
goods to the customer should be shown as selling expenses and 
not as a part of the cost of goods sold.’”” Explain why this is true’ 


Say ae 
On the Statement of Profit and Loss of the Field Retail Store 
the operating expenses are listed as follows: Salaries, Rent, 
Depreciation, Heat and Light, Taxes, Interest, Supplies, Insur- 
ance, Miscellaneous. Is this a satisfactory classification of ex- 
pense? In answering, explain the reason for your decision. 
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LABORATORY MATERIAL 


Exercise No. 197 


The classification of accounts prepared for the Belding Man- 
ufacturing Company contains in addition to the asset accounts, 
given in Exercise No. 195, the following: 


Liability Accounts 
Current Liabilities 


Notes Payable—Merchandise Creditors 
Notes Payable—Banks 

Notes Payable—Others 

Accounts Payable 

Accrued Liabilities 


Fixed Liabilities 


Mortgages Payable 
Bonds Payable 


Proprietorship Accounts 


Preferred Stock 

Common Stock 

Reserve for Sinking Fund 
Surplus 


Income Accounts 
Operating Income 
Sales 


Non-operating Income 


Interest on Notes Receivable 
Purchases Discount 


Expense Accounts 
Operating Expenses 


Cost of Sales—with appropriate subdivisions 
Selling—with appropriate subdivisions 
General—with appropriate subdivisions 


Non-operating Expenses 


Interest Cost 
Sales Discount 
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INSTRUCTIONS: Write a report to the Belding Manufacturing 
Company explaining the purpose of each of the accounts given in the classi- 
fication, and state the operation of the account with sufficient clearness to 
enable the bookkeeping employes of the company to operate it properly. 
a tees indicate the divisions of the expense accounts which you think 

esirable. 


\ 
TAR 
Ny 


AN | Exercise No. 198 


% 


The Independent Manufacturing Company submits the 
following Balance Sheet to its bank: 


INDEPENDENT MANUFACTURING CO. 


BALANCE SHEET, DECEMBER 31, 1926 


Assets 
Gas ee a oth one eee ee We AT ae 10,703)/80 
INotesmRecelvablessns seta. ee ee 8,000 
Accountsskecel viable se) eres oe oe 19,570|09 
Imventornesmane 1s tose ec enna a 187,017/80 
stocks and Bonds.-....... oh Se atee oe hae 40,000 
UnexpiredsInsurance warmer 846/60 
Orgvanizavion Hixpensess eae eee 16,000 
Officevh GuipmMenteeereeee oar ee 7,500 
Machinery and Equipment............ 80,000 
(ancdeandeb ull dings peer rnian a enna 50,000 
Goodwillkandebaventaanrmp nei aes 50,000 


TROGAIGASSETSi event ae eee et 469,638/29 


Liabilities and Proprietorship 


INoteste ava blemaan erreurs +s seer 100,000 
INCCOUN TSHR AVable seperti aes 53,951/42 
Reserves One laxesi ie. wer isn on 5,000 
BONG spa blew ase eierties cree aera 20,000 
apical Stocks eee cate ce ere 200,000 
SUPDLUS Mr tatAchs cronies tartar eer et: 90,686|/87 
Total Liabilities and Proprietorship .. 469,638/29 


You are requested by the bank to examine the records of the 
company and make any changes in its Balance Sheet which you 
think necessary. The examination discloses the following: 


v 
) 


(1) Cash represents the following: 


(a) In the cash drawer: currency, $255.95; I. O. U.’s 
of employees, $150.00; past-due note, $100.00. 


4. (b) In the hands of branches, $1,500.00. 


S (c) In the bank: $3,000.00 on time deposit, not sub- 


ject to withdrawal for four months; $5,697.85 on drawing 
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(2) 


(3) 


(4) 


(5) 


(6) 


(7) 
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account, against which there are outstanding checks amount- 
ing to $1,234.80. These checks have been issued in pay- 
ment of accounts payable, but have not been entered in 
the accounting records. 


3S 
if 


Notes. Receivable represent the following: 


‘ (a) Notes of customers not due, $5,000.00. 
(b) Notes of customers past due, $2,000.00.” 
(c) Notes of officers, $1,000.00. 


All the notes are non-interest-bearing. 


Accounts Receivable represent the following:/7, / 7 


(a) Accounts of customers not due, $16,453 .72. 
(b) Accounts of customers past due, $3,116.37. 


No réserve has been provided for bad debts. You esti- 
mate that a reserve equal to 5% of the outstanding book 
accounts should be set up. 


Inventories represent the following: 


(a) Raw Materials, $41,228.65. 
(b) Goods in Process, $53,059.80. 
(c) Finished Goods, $92,734.35. / 


The finished goods have been valued at selling price 
instead of cost. The average gross profit of the company 
is 25%. The raw materials are valued at market price, 
which is 10% above the cost price. The goods in process 
have had 5% added to their factory cost for selling and 
general expenses. 


Stocks and Bonds represent the following: 


(a) Preferred stock of the Aeme Manufacturing Com- 
pany which cost $18,000.00 and which now has a market 
value of $20,000.00. 


(b) Common stock of the Ward Mercantile Company 
which cost $20,000.00 and now has a market value of 
$15,000.00. 


Unexpired Insurance represents the following: * 
The unexpired portion of five policies of insurance now 


in force. You find that the unexpired portion has been 
correctly calculated. 


Organization Expenses represent the following: 


_ The expenditures incurred in organizing the corpora- 
tion five years ago. The amount as shown on the Balance 
Sheet represents the original cost. The amount has not 
been reduced since the time of the original entry. 
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(8) 


(9) 


(10) 


(11) 


Office Equepment represents the following: 


The original cost of office equipment purchased five 
years ago, You estimate the yearly depreciation to be 10%. 


Machinery and Equipment represents the following: 


Cost of machinery and equipment purchased during the 
past five years. You estimate that a reserve for deprecia- 
tion equal to 60% of its book value should be set up. 


Land and Buildings represent the following: 
(a) Land purchased five years ago at a cost of 
$20,000.00. 


(b) Buildings constructed five years ago at a cost of 
$20,000.00. 


You find that three years ago the land was appraised at 
$25,000.00 and its value written up to that amount. You 
also find that $5,000.00 spent in painting and roofing the 
building during the past year was charged to the Building 
account. You estimate the depreciation on the buildings 
to be 5% a year. 

| 


Goodwill and Patents represent the following: 
(a) Patents granted by the National Government to 


_ the company on certain machines which it manufactures. 


(12) 


(13) 


The cost of obtaining the patents, including the cost of 
experimental work, was $1,500.00. One-fifth of the life of 
the patents has expired. At the time the patents were 
obtained, they were entered on the books at $20,000.00. 

(b) Goodwill of $30,000.00, which was entered on the 
records six months ago at the direction of the President of 
the Company. Wri 


Capital Stock represents the following: © 
(a) Preferred Stock Authorized, $200,000.00: 
(b) Common Stock Authorized, $100,000.00. 
(c) Treasury Stock, Preferred, $100,000.00. 


Bonds Payable represent the following: 
Twenty-year 6% bonds issued five years ago and secured 
by a mortgage on the land and buildings. 


(14) Notes Payable represent the following: | } 


(a) Notes payable to merchandise creditors, $60,000.00. 
(b) Notes payable to banks, $20,000.00. 
(c) Notes payable to officers, $20,000.00., 
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(15) Accounts Payable represent the following: 


(a) Accounts payable to merchandise creditors, 
$52 ;31207023 


(b) Accrued wages, $1,638.70. 


(16) Reserve for Taxes represents the following: 


The state taxes accrued for the year. You estimate that 
an additional $100.00 should be added to this amount. 


(17) Surplus represents the following: 
(a) Accumulated earnings. 


(b) Adjustments made for goodwill, patents and land 
as explained in the foregoing statements. 


INSTRUCTIONS: 1. Prepare a Balance Sheet for the Independent 
Manufacturing Company, taking into consideration all the information 
discovered by your investigation. 

2. Write a report addressed to the President of the bank, explaining 
each change you have made and the reason for making it. 


f 


“' CHAPTER LI 


ANALYSIS OF FINANCIAL STATEMENTS (Continued) 


The Value of Comparisons 


To arrive at conclusions concerning financial condition from 
a consideration of financial reports, it is necessary to make com- 
parisons. Any one item taken by itself has little significance. 
For example, the item of Cash on the Balance Sheet of the King 
Manufacturing Company is $20,000.00. This of itself indicates 
little with reference to the financial condition of the company. 
If the company does a small volume of business, this may be too 
large an amount of cash for it to carry and may indicate poor 
management, especially if the company has interest-bearing 
obligations outstanding. For a somewhat larger company, this 
amount may represent a normal cash balance and may indicate 
proper financial management, especially if it is found to be the 
average balance of the company. For a very large company, 
such a cash balance would be much too small and would probably 
indicate poor management and a precarious financial condition. 


To determine the size of the cash balance which the company 
should carry and hence to judge as to the adequacy of the present 
balance, it is necessary to ascertain: 


(1) The volume of business performed by the company 
and its immediate needs for cash. This necessitates 
a consideration of the asset and liability items appear- 
ing on the Balance Sheet and the income and expense 
items appearing on the Statement of Profit and Loss. 


(2) The cash balance which has been maintained in the 
past and the adequacy of this balance. This neces- 
sitates a consideration of past financial statements. 


The consideration of any other item on the Balance Sheet and 
Statement of Profit and Loss will involve the same procedure. 
For example, the net profit for the year, as shown by the Balance 
Sheet of the King Manufacturing Company, is $400,000.00. The 
first thought may be that this is a favorable indication; that the 
company must be in a strong financial condition to earn such a 
large net profit. Investigation of the Statements of Profit and 
Loss for the three preceding years may show, however, that the 
company during these years made an average profit of $800,000.00 


789 
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a year, and an investigation of the Balance Sheet may show that 
the outstanding capital stock of the company is $10,000,000.00; 
hence the yearly profits represent 4% on the stock. After this 
investigation, it will probably be concluded that the past year 
has not been a satisfactory one. 


Any statistical data, in order to be of the highest significance, 
must be presented in such a way_as_to show a-comparison or 
relationship between facts. This applies to the facts shown by 
the Balance Sheet, and it applies even more to the statistics 
regarding the operations of the business, shown by the Statement 
of Profit and Loss. It is the purpose of the present chapter to 
discuss the most important of the comparisons which can be 
made in connection with these two financial statements. 


Classification of Possible Comparisons 


The comparisons which may be made with reference to the 
Balance Sheet and the Statement of Profit and Loss may be 
classified as follows: 


1. Comparison of one item with another or the Balance 
Sheet. For example, notes receivable may be compared with 
accounts receivable. 


2. Comparison of an item on one Balance Sheet with the 
same item on another Balance Sheet. For example, the inventory 
as shown by the Balance Sheet at the end of one year may be 
compared with the inventory shown by the Balance Sheet made 
at the end of the next year. Such comparisons of the same items 
are usually made by means of a comparative Balance Sheet. 


3. Comparison of one item with another on the same State- 
ment of Profit and Loss. To illustrate, the selling expenses for 
the year may be compared with the sales for the year and the 
percentage determined. 


4. Comparison of an item on one Statement of Profit and 
Loss with the same item on another Statement of Profit and Loss. 
To illustrate, the sales of one year as shown by the Statement of 
Profit and Loss of that year may be compared with the sales of 
the’ following year as shown by the Statement of Profit and Loss 
of that year. Such comparisons are usually made by means of a 
comparative Statement of Profit and Loss. 


5. Comparison of information shown on a comparative Bal- 
ance Sheet with information shown on a related comparative 
Statement of Profit and Loss. For example, the increase in in- 
ventory as shown by the comparative Balance Sheet may be 
compared with the increase of sales shown by the comparative 
Statement of Profit and Loss. 


Each of these classes of comparisons will be discussed. 
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Comparison of Items on a Particular Balance Sheet 


That the following discussion may be made concrete, typical 
financial statements will be used as illustrations. For the dis- 
cussion of the comparison of items of a Balance Sheet, Illustration 


No. 116 will be used. 


CHICAGO WHOLESALE COMPANY 
BALANCE SHEET, DECEMBER 31, 1926 


CuRRENT ASSETS: | CURRENT 
| | Ni be LIABILITIES: | 
Casha as 10,215 65 | _ | Notes Payable . 130,000 
Notes Rec...... 54,000 Accounts Pay. . | 50,225 95 
Accounts Rec... || 46,1C7 45 (pesca wall | 
Mdse. Inv...... | 269,679 90 | Total Current 
| | Liabilities... 180,225) 95 
Total Current | | Frxep 
Assets... |} | 380,003 | Lrasinirres: || 
Fixep ASSETS: | Mortgages Pay. | 30,000 
angie w sta cee ite O.000 | Bonds Payable. 30,000 _ 
Building....... | 42,000 || 
Equipment..... PLOWS Com Total Fixed || 
Liabilities . 60,000 
Total Fixed | PROPRIETORSHIP: | | 
Assets..... 123,015 75 | Capital Stock. . | 250,000 
DEFER. CHARGES 6,980 25 PULDIUSsaae ee | 39,773 05_ 
GOOD WILL..2....5 . 20,000 | Hi 
| Total Pro- || 
prietorship 289,773 05 
\ || | Total Liabilities || 
and Pro- || 


| | 
‘ | 529,999 | | prietorship .. |) Eee ae O90 lee 


Total Assets. . 


Illustration No. 116, Balance Sheet, Chicago Wholesale Company 
December 31, 1926 


All of the financial statements given as illustrations in this 
chapter will be made as simple as possible so the student will not 
be confused with details. The important comparisons which 
may be made with reference to the Balance Sheet shown in 
Illustration No. 116, are as follows: 


1. Ratio of current labilities to current assets. This ratio is 
exceedingly important since it is from the liquidation of the cur- 
rent assets that the funds must be obtained with which to pay 
the current liabilities. Since assets often shrink in value and 
liabilities never do, it is desirable that current assets shall always 
be materially larger than the current liabilities. Banks for a 
long time have insisted on a rule-of-thumb ratio of 2 to 1; that 
is, that the current assets shall be twice as large as the current 
liabilities. This is not a safe rule to follow arbitrarily since the 
ratio which should exist between the current assets and current 
liabilities will vary, depending upon the nature of the business 
and market and financial conditions. The insistence of bankers 
in the past upon this ratio indicates, however, their realization 
that the current assets of the business should always exceed by 
a considerable margin the current liabilities. As shown by Illus- 
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tration No. 116, the current assets of the Chicago Wholesale 
Company amount to $380,003.00, and its current liabilities 
amount to $180,225.95. ‘The ratio is slightly more than 2 to 1. 


2. Ratio of notes receivable to accounts receivable. In most 
lines of business goods are sold on account, and notes are not 
received in payment at the time of sale. It is customary, there- 
fore, that the accounts receivable be considerably larger than the 
notes receivable. If a large item of notes receivable appears on 
the Balance Sheet of such businesses, it is an indication of the 
probability that overdue accounts have been settled by means 
of notes. Such a situation is especiaily apt to arise in times of 
financial stringency. There are, of course, some businesses which 
sell habitually on terms which provide for the taking of notes in 
payment. In such businesses it is expected that the item Notes 
Receivable will be larger than the item Accounts Receivable. In 
the Balance Sheet of the Chicago Wholesale Company, notes 
receivable are $7,892.55 more than accounts receivable. The 
terms cof sale of this company should be determined in order to 
decide whether this excess of notes receivable over accounts 
receivable is justified. 


8. The ratio of notes payable to accounts payable. In Illus- 
tration No. 116, notes payable are more than two-and-a-half times 
as large as accounts payable. To determine whether this is a 
desirable condition, it will be necessary to analyze the notes 
payable to show whether they have been issued to (a) merchan- 
dise creditors; (b) banks or note brokers; or (c) others. If 
they have been issued to merchandise creditors at the time mer- 
chandise is purchased, or if they have been sold to note brokers 
or issued to banks to obtain funds with which to discount ac- 
counts payable, there is no objection to the excess of notes payable 
over accounts payable. It they have been issued to merchandise 
creditors in payment of overdue accounts, or have been issued to 
officers or outsiders to obtain funds because the bank credit of 
the company is limited, an unfavorable financial condition is 
indicated. 


4. Ratio of owned capital to borrowed capital. The total 
capital employed in the conduct of the Chicago Wholesale Com- 
pany amounts to $529,999.00. Of this amount $289,773.05, or a 
little more than half, is provided by the stockholders of the com- 
pany. This in itself indicates a satisfactory condition, but it 
would be of interest to compare this ratio with the same ratio at 
the end of preceding years to see whether the stockholders are 
increasing or decreasing their interest in the business. It is a 
wise and conservative policy for a corporation to use its accumu- 
lated profits as a basis for its expansion, and by this method the 
stockholders of the company gradually increase their equity in 
the business. : 
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5. Ratio of capital to fixed assets. The fixed assets of the 
Chicago Wholesale Company including Goodwill amount to 
$143,015.75, and the capital supplied by the stockholders amounts 
to $289,773.05, or a little more than twice the amount of the 
fixed assets. This comparison taken by itself does not mean a | 
great deal, but if it is made for several years, it shows whether 
there is a tendency to convert the investment of capital of the 
stockholders into fixed assets, and thereby rely on the creditors 
of the company to supply working capital, or whether there is 
the opposite tendency for the stockholders to supply an increasing 
amount of the working capital. 


The latter tendency is undoubtedly the desirable one. If the 
stockholders supply a large part of the working capital, the cor- 
poration is not likely to be embarrassed in times of financial 
stringency; whereas, if they must rely at such times upon capital 
supplied by the creditors of the company, they may be hampered 
in their operations. 


Comparison of Corresponding Items and Ratios on Different Balance 
Sheets 


To interpret better the Balance Sheet of the Chicago Whole- 
sale Company on December 31, 1926, as shown in Illustration 
No. 116, it will be compared with the Balance Sheet of the same 
company on December 31, 1925, as shown in II]lustration No. 117. 


CHICAGO WHOLESALE COMPANY 
BALANOE Supt, DECEMBER 31, 1925, 


| I} 
| 
{] 


CuRRENT ASSETS:) Heal | || Current | 
\| | ds <a LIABILITIES: | 
Cashieneriaaern || 12,210) 45 | Notes Payable. 20,000 
Notes Rec......|, 26,000 |) peer Accounts Pay.. | 30,215 50) 
pi aser i: eal| 139'675 | 73 | | Total Current] 
se. ie Seared 675] 75 | 171 1h ee 
Soa nk Nieman 4 gia Liabilities . | || 50,215 50 
Total Current, || || FixEep : i | 
Assets.....| 227,998) 15 LIABILITIES: || 
Fixep ASSETS: 1] | | Mortgages Pay.|) 20,000 
Wand ew.) 60,000 i} | Bonds Payable. | 20,000 | _ i 
Building.......||, 40,000; | ; i| 
Equipment ieee | 10,020! 50 | | Total Fixed | 
Nears ae 3 eae | Liabilities . | | 40,000 
Total Fixea | | | || PROPRIETORSHIP: || 
Assets... . || | 110,020 50, Capital Stock. . | 250,000 | 
Derer. CHARGES) | prose 25, SUrplUSanen see | 23,788 40 
| 20, | 
GoOoDWILL.... «.> | | | | | rere 
! | Total Liabilities 
| and Proprietor- 


|| | 7 | | 2 
Total Assets..| || 364,003, 90 abi p eek ___| 364,003, 90 


| 


I'lustration No. 117, Balance Sheet, Chicago Wholesale Company, 
December 31, 1925 


794 BOOKKEEPING AND ACCOUNTING (Ch. 51 


This comparison can be more easily made by showing these 
two Balance Sheets in comparative form, as illustrated by Illus- 
tration No. 118. 


CHICAGO WHOLESALE COMPANY 


COMPARATIVE BALANCE SHEET, DECEMBER 31, 1925, AND 
DECEMBER 31, 1926 


| | | | | 
| | | | 
| | | | | Liapinirres AND || \ | 
AsspTs 1925 | 1926 CaPITAL: 1925 || 1926 
AST Ea cceteceremats a | 12,210) 45}| 10,215| 65) Notes Payable. ..|) 20,000. 130,000 
Notes Receivable 26,000) | 54,000 Accounts Payable}; 30,215) 50)) 50,225 95 
Accounts Receiv. || 50,111) 25 46,107, 45| Mortgage Payable) 20,000 | 30,000 
Mdse. Inventory. || 139,675|75|| 269,679 90) Bonds Payable...| 20,000 || 30,000 
Randi ie) 60,0001 it70;000 | Capital Stock... .|| 250,000) | 250,009) 
Building.........|| 40,000} || 42,000| SUTDIUUS ae tieenaen || 23,788 40 39,773 05 
Equipment...... || 10,020)50/| 11,015) 75 \| heal 
Goodwill........ 4} 20,000 | 20,000) | oa 
Deferred Charges.) 5,985| 25|| 6,980) 25) | | | 
| 364,003 901 529,999) | | 364,003 90) 529,999) 
| | | | tear 
i | 


Illustration No. 118, Comparative Balance Sheet 


A comparison may be made with reference to every item 
shown on a comparative Balance Sheet, and usually some benefit 
may be derived from this comparison. There are some compari- 
sons, however, which are of especial significance. With reference 
to the comparative Balance Sheet shown in Illustration No. 118, 
these comparisons are as follows: 


1. The notes receivable for the year 1926 are more than 
twice as large as in 1925. At the same time, the accounts re- 
ceivable are smaller in 1926 than in 1925. Unless there has been 
a change in the terms of sale of the company, these two compari- 
sons indicate an unfavorable condition. An increase in business 
will cause an increase in both the accounts receivable and notes 
receivable, but if notes receivable increase and the accounts re- 
ceivable decrease, there is an indication that sales are being made 
to customers who are not paying promptly, and are giving notes 
to obtain extensions of credit. At least the facts shown on this 
comparative Balance Sheet warrant a careful investigation to 
ascertain the reason for the condition. 


2. Merchandise inventory of December 31, 1926, is almost 
twice as large as the inventory of December 31, 1925. There may 
be several reasons for this increase: 


(a) There may have been a large increase in the volume 
of business of the company which has necessitated 
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an increase in inventory. The comparative Statement 
of Profit and Loss of the company will have to be 
consulted to ascertain if this is true. 


(b) A large amount of merchandise may have been pur- 
chased because of an anticipated increase in price or 
because of an estimated increase in business within 
the immediate future. Investigation will show 
whether this is true. 


(c) A large amount of unsalable goods may have been 
accumulated during the past year, or large inventories 
may have been purchased because of anticipated sales 
during the year which failed to materialize. A cal- 
culation of the merchandise turnover as shown by 
the comparative Statement of Profit and Loss will 
make it possible to determine whether this is true. 


3. The Balance Sheet of December 31, 1926, shows an in- 
crease in the assets, land, building and office and store equipment 
over the amount of these assets on the Balance Sheet of Decem- 
ber 31, 1925. An increase in the value of fixed assets may arise 
from the following sources: 


(a) Additional assets may be purchased. If the actual 
or anticipated increase in business warrants such 
additions, it is proper that they be made. 


(b) Repairs to the assets may be charged to the asset 
accounts instead of being charged to the expense 
accounts of the year. This procedure is, of course, 
highly improper since it overstates the assets and 
understates the expenses for the year. 


(c) The assets may be appraised, and, on the basis of this 
revaluation, their value be increased. It is contrary 
to conservative accounting and management to show 
appreciation of fixed assets in the accounts or on the 
financial reports. Since these assets are not to be 
sold, but are to be used in the conduct of the business, 
the increase in their market value does not increase 
their efficiency, and, therefore, their value to the 
business is not increased. 


A careful inspection should be made to ascertain 
the cause for the increases in fixed assets as shown 
on the comparative Balance Sheet of the Chicago 
Wholesale Company. An analysis of the Surplus 
account of the company and of the expense accounts 
for the year will assist in the determination of the 
cause of these increases. 
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4. Turning to the liability side of the comparative Balance 
Sheet, it will be noticed that the notes payable have greatly 
increased during the year. The amount outstanding on Decem- 
ber 81, 1926, is six and one-half times the amount outstanding 
the year previous. The accounts payable have also increased, 
but not in proportion. As explained in connection with the 
Balance Sheet shown in illustration No. 116, an analysis of the 
notes payable item to determine to whom the notes have been 
issued is desirable. If the notes have been issued to banks in 
order to obtain funds with which to discount merchandise in- 
voices, good financial management is indicated. An inspection 
of the comparative Statement of Profit and Loss to see whether 
the purchases discount for the current year is larger than for the 
previous year will indicate whether this is true. This, however, 
will not be conclusive evidence and an analysis of the Notes 
Payable account should be made. 


5. The mortgages payable and the bonds payable have both 
increased during the year. This increase is somewhat more than 
the increase in fixed assets during the year so that, even if the 
increase in fixed assets is found to be proper, it is indicated that 
some additional funds are being secured by means of liens on the 
fixed assets to use for working capital. Although this procedure 
may be justified in certain cases, it is usually looked upon with dis- 
favor, since the more desirable method is to have the additional 
working capital supplied by the stockholders and by earnings. 


6. The capital stock of the company has remained stationary 
during the year and surplus has increased $15,984.65. The in- 
crease in surplus looks favorable, but before a final decision can 
be made with reference to this, it will be necessary to ascertain: 

(a) The origin of the increase in surplus. It is important 

to know whether this has originated from the earnings 
of the year, or whether it is the result of the writing 
up of fixed assets, or whether it has been obtained 
from other sources. 

(b) The total earnings for the year should be determined 

to see what part of these earnings have been retained 
as surplus. It will also be desirable to ascertain 
whether the regular dividends have been paid. 

7. A final comparison which is of considerable significance is 
that of the ratio of current assets to current liabilities for the two 
years. For the year 1926 this ratio is 2.1, while for the year 1925 
this ratio is 4.54. It can be seen, therefore, that there is a de- 
cided decrease in this ratio. Although the ratio for 1926 does 
not in itself appear unfavorable, the tendency indicated by the 
decrease in this ratio during the year is decidedly undesirable. 
It would seem necessary to ascertain whether the plans for the 
coming year would maintain the present ratio or whether a con- 
tinued decrease is probable. 
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QUESTIONS FOR CLASS DISCUSSION 
pln ee: 
Explain and illustrate the need of comparative data as a basis 
for judging the financial condition of a business. 
C=) a 
Explain the comparisons which may be made for this purpose. 
Illustrate each comparison stated. 
a ae 
The Jones Mercantile Company requests a loan of the First 
National Bank and presents the following Balance Sheet: 
THE JONES MERCANTILE COMPANY 
BALANCE SHEET, Marcu 31, 192 


Assets Liabilities and Capital 
AS a ee eee ae 1,163)40 || Notes Payable.......... 18,000 
Accounts Receivable.....|| 10,233/65 || Accounts Payable......|| 6,105/45 
Merchandise Inventory . .|| 12,101}50 || Capital Stock.......... 16,000 
HirxedeAssetse anys tls 2 18,000 SULplUsteea ee eee eee 1,393/10 
MmotaleAssetSiee pee A.5....ab 41,498/55 || Total Liab. and Capital .|| 41,498/55 


Would you advise the bank to grant the loan? Why? 


ae | ae 

The Balance Sheet of the X Mercantile Store shows the 
current assets to be twice its current liabilities. The Balance 
Sheet of the Y Manufacturing Company shows its current assets 
to be three times its current liabilities. Does this prove that the 
Y Manufacturing Company is a better credit risk than the X 


Mercantile Store? Why? 
a eee 


The Balance Sheet of National Harvester Company shows 
the following items: 


INGtESERCCOlVAbDIOS. MA Pies bot ee eee ser $27,000.00 
INCCOMNTSPIVECELYV AD emi ages alae. i aes ee 9,000.00 


Under what conditions will this ratio of notes receivable to 
accounts receivable be justified and under what conditions will 
it indicate an undesirable condition? 


ny Se 
The Balance Sheet of the Daley Company shows the following: 


INGtCSEEA VAD ICARte ea Ment coor hat ore nee oa $18,000.00 
INccoutitsnaya blow e ert: cu brass koetek nets atiehe 6,000.00 
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Under what conditions will this ratio of notes payable to 
accounts payable be justified and under what conditions will 
it indicate an undesirable condition? 


SS gee 


The comparative Balance Sheet of the Detroit Wholesale 
Company shows the following: 


: 1925 1926 
Total Assets................-. $864,000.00 $530,000.00 
Bropresorshlp eae ce 274,000 .00 290,000 .00 
Is a desirable or an undesirable tendency indicated? 
Sag oy als 
The same comparative Balance Sheet shows the following: 
1925 1926 
BIxedeASSGts ree sc- tenn ners ee ee $130,000.00 $143,000.00 
IPOH Woon ogacedon du se 274,000 .00 290,000 .00 
Is a desirable or an undesirable tendency indicated? 
ash tees 


The comparative Balance Sheet of the Mason Manufacturing 
Company shows the following: 
1926 1925 
INiotesmReceivableseneeimeiee $28,000 .00 $18,000.00 
Accounts’ Receivable.......... 14,000.00 20,000.00 
What do these comparisons indicate as a possibility? How 
would you proceed to determine whether this possibility is actual? 


at (oes 
The same comparative Balance Sheet shows the following: 
1926 1925 
Merchandise Inventory........ $68,000 .00 $40,000.00 


Explain the possible reasons for the increase in inventory, 
and state which of these are justified and which are unjustified. 


ee 

The Balance Sheet of the Mason Manufacturing Company 
shows a large increase in the book value of the fixed assets during 
the year. Explain the possible sources of this increase and state 
in each case your opinion with reference to such an increase. 


Soe 


Under what conditions is an increase in fixed liabilities re- 
garded with favor and under what conditions with disfavor? 


13 
In judging the effect of an increase of Surplus as shown by a 
comparative Balance Sheet, what information is necessary? 
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LABORATORY MATERIAL 


Exercise No. 199 


The Balance Sheet of the Taylor Mercantile Company on 
December 31, 1925, is as follows: 


TAYLOR MERCANTILE COMPANY 
BALANCE SHEET, DECEMBER 31, 1925 


Assets Liabilities and Capital 

Casheeeer GS ae ae 18,468/43 || Notes Payable....... 31,500 
Notes Receivable... ... 39,000 Accounts Payable.... 44,752|33 
Accounts Receivable. . . 75,533/29 || Mortgages Payable... 30,000 
Merchandise Inventory || 212,675|30 || Bonds Payable....... 35,000 
LI) ss a ae ere 90,000 Capitalastocksemeeen 375,000 
Buildines see see 60,000 SUnDLUSHE ena ae eee 383,529|57 
Office Equipment...... 15,000 
Deferred Charges to 

xpenseh she ace. 8104/88 
Goodwillte see eee 31,000 
shotaleAssets sense eee | 549,781)90 || Total Liab.and Capital)} 549,781/90 


Mr. McMahon, a prospective purchaser of one-half of the 
capital stock of the company, requests you to state your opinion 
of the financial condition of the Taylor Mercantile Company as 
shown by this Balance Sheet. You can not obtain access to the 
records of the Taylor Mercantile Company because they are 
maintained in a distant city, but the Vice-President of the com- 
pany, who is Treasurer and Head of the Accounting Department, 
agrees to answer any questions which you desire to ask. 


INSTRUCTIONS: State in outline form (a) the questions you would 
ask with reference to each item which appears on the Balance Sheet; (b) 
the comparisons of items you would make in interpreting the Balance Sheet 
and what these comparisons indicate on this statement. 


Exercise No. 200 


Mr. McMahon does not purchase the capital stock of the 
Taylor Mercantile Company (Exercise No. 199) in 1925 because 
he thinks the purchase price is too high. In January, 1927, the 
same stock is offered to Mr. McMahon at a lower price. He 
submits to you the Balance Sheet of the company, which is shown 
on page 800. 

INSTRUCTIONS: 1. Prepare a comparative Balance Sheet for the 
Taylor Mercantile Company, using the Balance Sheets given in this exercise 
and Exercise No. 199. ; 4 : 

2. Write areport to Mr. McMahon showing your method of interpreting 
the comparative Balance Sheet and your opinion of the financial condition 
of the company as shown by its Balance Sheet. State any additional infor- 
mation you think is necessary to determine properly the advisability of 
purchasing the stock. 

Retain your solution for future use. 
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TAYLOR MERCANTILE COMPANY 
BALANCE SHEET, DECEMBER 31, 1926 


Assets Liabilities and Capital 

@asherers veneer ie tee: 15,192/80 || Notes Payable.......|| 195,000 
Notes Receivable...... 71,000 Accounts Payable.... 75,112/95 
Accounts Receivable... 69,473|22 || Mortgages Payable... 45,000 
Merchandise Inventory || 405,318/76 || Bonds Payable....... 40,000 
veh ave lens ane Aer Ste meer, 105,000 CapitaliStocka yas: +o 315,000 
Buildings esa. et ee 63,000 SULD US sete eres 54,849/26 
Office Equipment...... 16,000 
Deferred Charges to 

HXPenses ae wae ces 9,982/43 
Goodwillawert sen ae 30,000 
RotaleASsetsmae emer 784,962|21 || Total Liab.and Capital|| 784,962|21 


(Balance Sheet for Exercise No. 200) 


Exercise No. 201 


The accounts of the Bolton Manufacturing Company are 
closed by the bookkeeper of the company on December 31. After 
all the expenses and income accounts are closed, the Profit and 
Loss account shows a credit balance of $76,489.20. This is much 
larger than the normal profit of the company and is larger than 
the company expected. You are asked to examine the accounts 
to see if any adjustments are necessary, and to recommend the 
disposition of the remaining profits. As a result of your examina- 
tion it is determined: 

1. To set up a reserve for depreciation of 10% of the plant 
and machinery which has a book value of $60,000.00. 


2. To write off as uncollectible $1,800.00 of the accounts 
receivable and to set up a reserve for possible future losses of 2% 
of the balance of $45,067.35. 

3. To provide for a bonus of $7,000.00 to employes. 


4. To provide for the dividend on the $50,000.00 6% pre- 
ferred stock and for a dividend of 15% on the $10,000.00 common 
stock. The directors meet and declare these dividends before 
you close the Profit and Loss account. They are to be paid one 
month later. 


_ 5. To carry $5,000.00 to a Reserve for Bond Sinking Fund, 
in accordance with the provisions of the mortgage under which 
the bonds of the company are issued. 


6. To carry the balance of the Profit and Loss account to 
the Surplus account. 
_ INSTRUCTIONS: 1. Make the journal entries necessary to comply 
with these decisions. 


2. Explain how each of the accounts set up by these entries will appear 
on the Balance Sheet. 


CHAPTER LII 
ANALYSIS OF FINANCIAL STATEMENTS—Concluded 


Comparison of Items on a Statement of Profit and Loss 


The Statement of Profit and Loss for the Chicago Wholesale 
Company for the year ending December 31, 1926, is shown in 
Illustration No. 119. The most important comparisons which 
may be shown in connection with a single Statement of Profit 
and Loss are illustrated by the percentages shown on this exhibit. 
These comparisons are all based on the ratio of the diferent items 
shown on the Statement of Profit and Loss to the gross sales. 
These ratios are of very great importance when taken in connec- 
tion with the same ratios of previous years, but are of little 
significance when taken by themselves. This is due to the fact 
that unless there is some standard by which to judge these ratios, 
there is no means of knowing whether they are too large or too 
small. 


Comparison of Corresponding Items and Ratios on Different State- 
ments of Profit and Loss 


The comparative Statement of Profit and Loss for the Chicago 
Wholesale Company for the years 1925 and 1926 is shown in 
Illustration No. 120. 


A number of interesting comparisons can be made from this 
comparative Statement of Profit and Loss. The most significant 
of these are: 

1. Sales have increased 50%. This in itself looks very fav- 
orable, but the results of these sales must be considered before a 
final conclusion is made. 

2. For the year 1925, the sales returns and allowances rep- 
resent 1% of sales. For the year 1926 they represent 2% of sales. 
This increase probably indicates one of two things: 

(a) That poorer service is being given to the customers 
since they are returning more goods and claiming 
more allowances; or 

(b) New territories are being entered and, in the process 
of establishing new relations, more liberal privileges 
are being accorded to customers. 
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CHICAGO WHOLESALE COMPANY 
_ STATEMENT ¢ OF PROFIT AND shoes DECEMBER 31, 1926 


eee a 
INCOME FROM SALES: | } 
Gross: Sales) 3 cae ae ee ieee 600,422 25, 100% 
Less Sales Returns and Allowances.. | i 12,421) 95) 2% 
easier 
Netisales te. uae | | 588,000 30, 98% 
Cost OF GOODS SOLD: i | || 
Mdse. Inventory January 1........ 140, 952 65! ) 
Purchasesy, nue otha ce waccenaanes nee |_6 633, 137) 35) 35 || 
Mase. Available for Sale........... 774,090, | 
Mdse. Inventory December 31..... _ 270, 125, 50 0! | 
(Soin Oi COVE SOC 2 os sctoeeous iZ | | 508, 503, 964) | 50 | 84% 
ieee || 
GROSS PROFIT ON SALES...... i | 84, 035 80, 14% 
EXPENSES: | } | 
Selling Expenses: | } | 
Salesmen’s Salaries.... 14,126.98 | I | 
Salesmen’s Expenses .. 19,883.02 | II || 
Adviertisin gaa nmies 2,002 .20 I | 
ClerksHire# a. 7 - se 1,990.80. i 
Miscellaneous.......... 1,007.25 | 49,010.25 8% 
General Expenses: \ 
Office Salaries. ........ 6,998 .75 || 
Buying Expenses....... 5,123 .69 || 
Heat and Light........ 1,879 .26)| | 
Clerk. Hirer er, on s..0e7 2,725 .75| | 
Telephone and Telegraph 2638.50. | 
Legal Expense......... ,000.05|| _17,991| | 3% 
Total lixpesess.a.y0 ae | ||__67,001| 25|| 11% 
Net OPERATING PROFIT. ..._ | 17,084 55] 3% 
} 
OTHER INCOME: ! ees! | 
Interest on Notes Receivable....... H 195, 25) 
Purchases: Discounteen i ate hee 3 2,372| 17|| | 
Total Other Income............. | | _2,568, 02 02 0.2% 
| 
GROSS | INCOMB, western acer | | ha: 19,602 57 3.2% 
DEDUCTIONS FROM INCOME: | | | } 
Interest on Notes Payable......... 4,007 92) | 
Interest on Mortgages Peers aie 1,790) | | 
Interest on Bonds Pes 1,825) 75) 
SalessDIscoun teres ert mer | 994) 25) 
Total Deductions from Income... bo Mee 8, OLTEO2N el cal 67, 
Neti Incoun ae ae |_| _IL 10,984] 51.80 


Illustration No. 119, Statement of Profit and Loss, Chicago 
Wholesale Company 
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CHICAGO WHOLESALE COMPANY 
_ COMPARATIVE eo eee OF PROFIT AND Loss — 
oo a ee ms Se - Se = 
1925 1926 
INCOME FROM SALES: oe as ei ee | ieee he. a ia 

Grossisalesmeera ee ee ee 400,225] || 100% || 600,422 | (25 | 100% 

Less Sales Ret. and Allow... 4,226.01 OL 1% || 12,421/95| 2% 
Net Gales tow yecs 895,998 99 99% | 588,000.30, 98% 

Cost oF GoopDs SOLD: | | 

Mdse. Inventory Jan. 1... 60,100 140,952 65) 

PMU ASCs ere eee eal 414,875 25, 633,137 35 

Mdse. Available for Sale.... 474,975 25 | 774,090] | 

Mdse. Inventory Dec. 31... 139,986 54 270, 125 50 
Cost oF GoopDs SOLD... 334, 988 71 84% 503,964 50 50. 84% 

GROSS PROFIT ON Sates 61,010 28 15% 84,035 80 14% 
EXPENSES: 

Selling Expenses: eat 
Salesmen’s Salaries....... 8,002 50 14,126 98) 
Salesmen’s Expenses..... 9,997 50 19,883 02 
DONATES, og ob abo ook 5,000 | |) 12,002)|20 | 
GlerkeHire® ee 2,050) | || 1,990) 80| 
Miscellaneous........... 950 23, eoeel ee 25) 

Total Selling Expenses. _26,000 23 6% t 49, 010/ 25. 8% 

General Expenses: | 
Ofiice;Salaries)..3) care: 5,123 |65| 6,998 75) 
Buying Expense......... 4,892 25 5,123 69 | 
leatranc ula 2 ni Geren ier ae 1,765 50) 1,879 | 26 || 
@lerktHine saan 2 eee 2,673 \15 PAL ONS| 103 | 
Telephone and Telegraph. | 150 | 263 50 
Legal Expense........... __3889 |75| _ 1,000/05 | 

Total General Expenses 14,994 90 | 4% || 17,991 | _ 3% 
Total Expenses...... 40,995 18] 10% || 67,001|25| 11% 
Net OPER. PRoFIT 20,015 15 5% ——-:17,084'55 8% 
OTHER INCOME: | 

Interest on Notes Receiv. .. 195 75) 195 25) 

Purchases Discount........ ___ 2,784 90| __ 2,872) 77 | 
Total Other Income...... ___ 2,980 65. __ 2,568 02) 0.2% 

GROSS INCOME........ ie __ 22,995 80. 80 5.71% [19 19,602 57 382% 
DEDUCTIONS FROM INCOME: | 

Interest on Notes Payable. 998 50) 4,007 92), 

Interest on Mortgages Pay. . 1,197 25) 1,790, | 

Interest on Bonds Payable.. | 1,200 | 1,825 | 75 | 

SAlessDISCOUNG een Tr | 9,001 55° | «994 [25 | 
Total Deductions........ | 12,397 80, | 8,617|92|| 1.4% 

Net INCOME.......... "10,598 50 2.6% ||_10 1984 (65 | |_ 1.38% 


Illustration No. 120, ee covteoe Statement of Profit and Loss 
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An analysis should be made of these returns to ascertain the 
reason for this increase. 


3. Gross profit on sales in 1925 is 15.3% of sales, while in 
1926 it has decreased to 14%. This indicates that the cost of 
goods sold has increased more than has the sales price. Hxam- 
ination should be made to ascertain if the plans for the coming 
year contemplate making provision for the increase in the cost 
of goods sold as indicated by the comparative Statement of 
Profit and Loss. 


4. Turnover. The merchandise turnover for the year 1925 
is 3.35%, while for the year 1926 it has decreased to 2.45%. 
This shows a decided decrease in the rate of turnover and careful 
attention should be given to this matter. 


5. Ratio of Selling Expenses to Sales. Selling expenses are 
6.5% of sales for the year 1925, and are 8.1% in 1926. This shows 
that though the sales are increasing, it is costing more to secure 
these sales. By reference to the detailed items, it will be seen 
that the cause of this increase is the extra cost of salesmen’s 
salaries and expenses and of advertising. These increased ex- 
penses may have been incurred to obtain additional business and 
build up goodwill for the company. It may have been proper to 
have increased them, but the tendency for such expenses to in- 
crease faster than sales increase, is a dangerous one and care 
should be taken that it does not continue too long. 


6. General Expenses. The ratio of general expenses to 
sales in 1925 is 2.5%, and in 1926 2.2%. This shows a desirable 
tendency and indicates that the increase in sales has not brought 
about a proportionate increase in general expenses. 


7. Net Operating Profit. The net operating profit for the 
year is smaller in 1926 than in 1925. This is the most discourag- 
ing information shown on the comparative Statement of Profit 
and Loss. When the sales have increased 50%, it is decidedly 
unsatisfactory to find that the net profits have decreased. It 
may be found upon examination that some of the expenses in- 
curred during the current year are expected to result in increased 
business during the next year. If this is true, there is some ex- 
cuse for the unprofitable showing during the past year; however, 
a careful examination should be made to ascertain if this is the 
situation. 


8. Net Income. Although the net operating profit is smaller 
in 1926 than in 1925, the net income for 1926 is larger than for 
1925. At first, this may seem to be encouraging, but, if an 
examination is made of the items appearing under “other in- 
come” and “deductions from income,” it will be seen that this 
is due to the decrease in the sales discounts taken by customers. 
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In the year 1925 customers took discounts of $9,000.00, 
while in the year 1926 they took discounts of only $1,000.00. 
This indicates that sales are being made to customers on less 
favorable terms, or that the credit department of the business 
has been lax in making sales to customers who are slow in paying 
their accounts. As will be explained in a succeeding paragraph, 
the comparative Balance Sheet indicates that these indications 
are probably correct. 


Omissions 


There are some items omitted from the Statement of Profit 
and Loss for 1925 and 1926, the omission of which is quite sig- 
nificant. The statement shows no charges for repairs on fixed 
assets, no charges for depreciation on these assets, and no charges 
for reserve for bad debts. If proper provisions were made for 
all of these, it is probable that the operating profit for 1926 
would be turned into an operating loss. 


Relation of Comparative Balance Sheet to Comparative Statement 
of Profit and Loss 


If the comparative Balance Sheet shown in Illustration No. 118 
is studied in connection with the comparative Statement of Profit 
and Loss shown in Illustration No. 120, a number of significant 
facts are indicated: 


1. The comparative Balance Sheet shows that the notes 
receivable of the concern are increasing and the accounts receiv- 
able are decreasing. The comparative Statement of Profit and 
Loss shows that the discounts taken by customers have greatly 
decreased. These comparisons bear out the probability indicated 
by the comparative Balance Sheet of the company that customers 
are giving notes in settlement of overdue accounts. It is need- 
less to emphasize that this is an undesirable tendency. 


2. The comparative Balance Sheet shows a large increase 
in merchandise inventory and an increase which is much larger 
proportionately than the increase in sales, as shown by the 
comparative Statement of Profit and Loss. Whereas the sales 
have increased 50%, the merchandise inventory has increased 
almost 100%. The comparative Statement of Profit and Loss 
shows that the merchandise turnover has greatly decreased. 
These comparisons indicate that unsalable merchandise is being 
accumulated and that this has resulted in a large increase in the 
merchandise inventory. 


3. In studying the comparative Balance Sheet, it was pointed 
out that the increase in the fixed assets of building and office 
equipment might be due in part to the charging of repairs to the 
asset accounts. The absence of any charges for repairs on the 
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Statement of Profit and Loss strengthens the probability that 
this is true, 


4, The fact that no depreciation is shown on the Statement 
of Profit and Loss indicates that proper provision for deprecia- 
tion on fixed assets has not been made and this possibility is 
strengthened by the fact that no provision for depreciation is 
shown on the Balance Sheet. The depreciation might be omitted 
from the Balance Sheet and the asset shown net; but, if it is 
omitted both from the Balance Sheet and the Statement of Profit 
and Loss, this is evidence that no such provision has been made. 


5. Since no charges for anticipated losses on bad debts are 
shown either on the Statement of Profit and Loss or on the 
Balance Sheet, it is evident that such provision has not been 
made. Considering the conditions indicated by the comparison 
of the notes receivable, accounts receivable; and sales discount 
items, it is evident that liberal provision should be made for 
probable losses on notes receivable and accounts receivable. 


6. The comparative Balance Sheet shows a very large in- 
crease in notes payable. The comparative Statement of Profit 
and Loss shows that the discounts taken on purchases have 
decreased during the year. This indicates that the notes have 
not been issued to obtain funds with which to discount merchan- 
dise invoices. As previously stated, an analysis should be made 
of the notes payable to ascertain to whom they have been issued. 


7. The Surplus account shows an increase of $15,984.65 for 
‘the year. The Statement of Profit and Loss shows that the net 
profit for the year is $10,984.65. This seems to indicate that at 
least $5,000.00, arising from some source other than earnings, 
has been carried to the Surplus account during the year. In the 
examination of the comparative Balance Sheet given in Illus- 
tration No. 118, it was pointed out that the increase shown in 
the item of Land should be examined since this might be due to 
the writing up of the value of the Land with a corresponding 
credit to Surplus. The fact that the surplus has been increased 
more than the amount of the net earnings for the year seems to 
indicate that this may have been done. In any case, an exam- 
ination should be made to ascertain whether this is true. 


Summary 


The analysis made of the comparative Balance Sheet and com- 
parative Statement of Profit and Loss of the Chicago Wholesale 
Company indicates the advantages of comparative statistics. The 
Balance Sheet of this company for December 31, 1926, and the 
Statement of Profit and Loss for the year ending on the same 
date, indicate that the company is in a very good financial con- 
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dition, although the profit earned for the year is small in com- 
parison to the investment in the company. But when the com- 
parative Balance Sheet and the comparative Statement of Profit 
and Loss of the company are studied, there are indications that 
the financial policies and the financial management of the com- 
pany are far from satisfactory. 


It is in connection with such companies as the one whose 
statements are given in this chapter, that comparisons are of the 
greatest value. If a company is in a very poor financial condi- 
tion, this will be indicated by its Balance Sheet alone, or at least 
by its Balance Sheet studied in connection with the Statement of 
Profit and Loss. But when the company has been in a prosper- 
ous condition and is commencing to pursue policies which are 
having a detrimental effect upon its financial condition, it is 
very possible that there may be a failure to detect this fact unless 
proper comparisons are made. The comparative Balance Sheet, 
studied in connection with the comparative Statement of Profit 
and Loss, should indicate such tendencies. Of course, additional 
information should be obtained to use in checking up the indica- 
tions shown by the comparative financial reports. 
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QUESTIONS FOR CLASS DISCUSSION 


pie ect 
Give the principal ratios which may be shown on the State- 
ment of Profit and Loss as indicated by Illustration No. 119. 


a) ee 
Explain why these ratios, when taken by themselves, are of 
limited use. 
caro eS 
The comparative Statement of Profit and Loss of the Anderson 
Wholesale Company shows the following: 


1926 1925 
PEM tote Pherae serrate cbs $300,000.00 $200,000 .00 
_ Are these figures of themselves proof of the successful opera- 
tion of this company? 
vay es 


What additional information would you desire to determine 
the success of the operations of the year? 


i oes 


The sales returns and allowances of the Anderson Wholesale 
Company for the year 1925 are 1% of sales and for the year 1926 
are 38% of sales. What does this increase indicate? 


= Gree 


The comparative Statement of Profit and Loss of the same 
company shows that the cost of goods sold for the year 1925 is 
60% of sales and during the year 1926 it is 70%. Explain what 
this shows and the probable cause for it. 


ee ra 


The merchandise turnover of the company has decreased 


from 6% in 1925 to 4% in 1926. Explain the possible causes for 
this decrease. 
Ou 


Explain the effect of this decrease in merchandise turnover 
on the profits of the company. Explain the steps which may be 
taken to remedy this situation. 


los yo 
The selling expenses of the Anderson Wholesale Company for 
the year 1925 are 3% of sales and in 1926 are 6%. Explain the 


possible reasons for this increase. Does this increase necessarily 
indicate an undesirable situation? 
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eal OF 

The comparative Statement of Profit and Loss of the Dodge 
Steel Company shows a large decrease in sales discounts for the 
year 1926. State the possible causes for this large decrease. Is 


this a desirable tendency? SY 
are 
The Statement of Profit and Loss of the Dodge Steel Company 
does not show provision for depreciation on fixed assets. What 


effect does this omission have on the financial condition of the 
business as reflected in the Balance Sheet? 


Laing Gee 

The statement of the company also fails to show any record 

of repairs on fixed assets. You know that some repairs have 

been made during the year. How would you expect to find these 

repairs recorded in the accounts since they are not shown on the 
Statement of Profit and Loss? 


eg oe 


In what way does the comparative Statement of Profit and 
Loss assist in determining the desirability of an increase of in- 
ventory shown by the comparative Balance Sheet? 


aa es 


Explain and illustrate how the comparative Statement of 
Profit and Loss assists in determining the correctness of the value 
at which the assets are shown on the comparative Balance Sheet. 


in 


Explain how an analysis of the Surplus account, showing the 
entries made in it during the fiscal period, may be of service in 
interpreting the financial condition of a business. 
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LABORATORY MATERIAL 


Exercise No. 202 


A. M. Chapman, a capitalist, contemplates purchasing the 
stock of the Hydrex Corporation. The corporation has an au- 
thorized capital stock of $200,000.00, divided into 1,000 shares 
of 6% preferred and 1,000 shares of common. The par value 
of each share is $100.00. The stock has been offered to Mr. 
Chapman at $60.00 per share for the preferred and $40.00 per 
share for the common. You are requested to examine the books 
of the company and give your opinion as to the value of the stock. 
You find the following accounts to be correct, covering a period 
of one year: Ae 


) 


THE HYDREX CORPORATION 
TRIAL BALANCE, SEPTEMBER 30, 192 — 


Cashttencsverrcw Eee eee eee 910\06 
Iccountspiveceiv.ab| ean 25,642|97 

Merchandise Inventory............. 29,236|/29 

landeandsb Ollding sane 75,000 

Delivery Hgquipmentes ieee 4,000 

Furnitureand) Bixtures.....5 000 06 2,000 

Goodwill Sn ee er eee ere 50,000 

Accounts: bayablewe nan er rete 42,564/23 
Montgac eons alent arene tee 25,000 
CapitaliStockwi ase. saeco t ca eee 200,000 
SULDLUSee pan ater SR hg or SA Brat ot 20,190)42 
als tect cae eels Pee ec ee eon 260,492/38 
Clainsandelvebavcsaa eta ene 8,221/40 

PUrchasessry ficp tere aes. one ene 325,409/63 

SalessSalarres eke Seen eee (odie 
(General Office Salaries.............. 8,000 

NERED ITS 21d Wee a eects eal Asa rc eee 9,3865/75 

‘Generali xpensesmews renee 3,323|68 

yy 548,247/03 548,247/03 


INSTRUCTIONS: 1. Prepare a Balance Sheet and Statement of 
Profit and Loss, taking into consideration the following: 

(a) Inventory at the end of the year, $129,763.95. 

(b) Estimated depreciation: (a) Buildings, 30% of present book 
value of $50,000.00; (b) Furniture and Fixtures, 50% of 
present book value. This large depreciation is necessary 
because no depreciation has been allowed for the past six 
years. 

(c) The accounts receivable are classified as follows: good, 
$15,409.65; doubtful, $4,056.20; bad, $6,177.12. One- 
half of doubtful accounts are thought to be collectible. 


2. Write a report to Mr. Chapman stating your opinion as to the 
advisability of the purchase of the stock, and giving reasons for your opinion. 
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Exercise No. 203 


After examination. of the comparative Balance Sheet of the 
Taylor Mercantile Company which you prepared in Exercise 
No. 200, you suggest to Mr. McMahon that it is desirable to 
obtain a comparative Statement of Profit and Loss of the company 
that you may study it in connection with the comparative Balance 
Sheet. In compliance with your suggestion, he obtains the state- 
ment shown below. 


TAYLOR MERCANTILE COMPANY 
COMPARATIVE STATEMENT OF PROFIT AND LOSS FOR YEARS 1925 AND 1926 


1925 1926 
INCOME FROM SALES: 
GTOSSES Ales eee py eeg yey oy fe ccs eseae ¢ 618,324/40 899,363/35 
Less Sales Returns and Allowances...... 6,115)95 2,877|29 
INCtRSaleStey oe resca Neh Gen Seer std wae 612,208/45 896,486)06 
Cost OF Goops SOLD: Te 
Reoctming sly entOGyereerl ire eee 118,752/38 212,675)/30 
PUPCHASCS HME ER: . x Boe! taney ae eke 619,369|26 959,025)/34 
Total Cost of Goods Available for Sale....|| 733,121)64 1,171,700/64 
Wess Pmndinglinwentonry nase erent: 212,675|30 405,313)/76 
Cost of Goods Sold.................|| 520,446)34 766,386|/88 
Gross Profit on Sales........... 91,762)11 130,099|18 
OPERATING EXPENSES: he 
Selling Expenses: 
Salesmencsi Salaries. ss. ssre ae ae 14,000 20,000 
Salesmen’s) Expenses. .....:.......- 15,489/63 31,046)15 
Clerk Hire—Sales Department...... 3,560 4,294'70 
Ad veLtisiig meres cio len oem 8,000 18,000 
Miscellaneous Selling Expenses...... 1,218)15 1,270|20 
Total Selling Expenses........-..... 42,,267/78 74,611)05 
General Expenses: 
Office Salariesvrsn wae oe ae eee 7,500 13,000 
IBUVCISMmOALATICSHae reir rias a siere- 7,500 7,500 
Clerisseire——Oflice.. ana. ese. eee 8,915/50 4,156|65 
featrandeleichitae eee rie ce 2,843)/55 2,999)/30 
Telephone and Telegraph........... 237/72 309|06 
\evalel expense a eer ile. o> 250 1,000 
Total General Expenses............- 22,246/77 28,965)01 
Total Operating Expenses...... 64,514/55 103,576)06 
Net Operating Profit....... 27,247|56 26,523)/12 
i = 


(Concluded on page 812) 
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TAYLOR MERCANTILE COMPANY 
COMPARATIVE STATEMENT OF PROFIT AND LOSS FOR YEARS 1925 AND 1926 


(CONCLUDED) 
NET OPERATING PROFIT (Brought Forward) . 27,247|56 26,523)12 
OTHER INCOME: 
Interest on Notes Receivable............ 512/60 783/38 
Discount on Purchasesao. ee ae 9,527/33 5,818/25 
Total Other Income: sss eee 10,039/93 6,601/63 
Gross(IncOme sn sare ae eee 37,287)|49 33,124/75 
DEDUCTIONS FROM INCOMB: 
interest on Notesepayablessse ase 1,575 8,145)75 
Interest on Mortgages Payable.......... 1,800 2,490 
Interest on Bonds Payable.............. 1,000 1,142/86 
Sales Discounts. seo een eae 4,863/40 116)45 
Total Deductions from Income...... 9,238/40 11,805|06 
Net Income..../...3.;.++ #00. 28,049 109 21,319169 


INSTRUCTIONS: Write a report to Mr. McMahon stating: 


1, All the comparisons you have made: (a) between items contained 
on the comparative Statement of Profit and Loss; (b) between items on 
ae eae Balance Sheet and the comparative Statement of Profit 
and Loss 


2. Your opinion with reference to the financial condition of the com- 
pany and the desirability of buying one-half of the capital stock at its book 
value as shown by the Balance Sheet of December 31, 1926. 


f 
j 


CHAPTER eit 


THE USE OF STATISTICAL DATA IN BUSINESS 
MANAGEMENT 


The Value of Percentage in Interpreting Data 


It has been emphasized in the preceding chapters that the 
primary purpose of accounting records is to provide statistical 
data which can be used in solving business problems. Such data 
are much more useful if some means are provided for measuring 
them. Without the use of some “‘measuring stick” it is difficult 
to draw conclusions from statistical information. 


For example, the Statement of Profit and Loss of a company 
may show that a net profit of $10,000.00 has been earned during 
the year. From this fact alone it is difficult to judge whether the 
business has been operated efficiently during the year. Usually 
the first step taken to form a conclusion concerning this question 
would be to consult the Statement of Profit and Loss of the 
preceding year to ascertain whether the profit of the present 
vear is larger or smaller than that of the preceding year. In 
other words, the standard most frequently used to judge the re- 
sults of a current period are the results of previous periods. 


If the Statement of Profit and Loss of the preceding year 
shows a net profit of $8,000.00, it may appear on first. thought 
that the results of the current year show an improvement over the 
preceding year and consequently indicate increased efficiency. 
If on further examination of the Statement of Profit and Loss for 
the two years it is ascertained that the sales for last year were 
$100,000 and the sales for this year were $200,000, the efficiency 
of the present year’s operations may be questioned since the 
sales have doubled and the net profits have increased only twenty- 
five per cent. 


Comparisons such as this are more easily understood if they 
are stated in terms of percentages. For example, in this case 
the net profits for the first year are eight per cent of sales while 
the net profits for the second year are only five per cent of sales. 
Since the profits for the second year are three per cent less in 
proportion to sales than during the first year, it is indicated 
quite clearly that the tendency is undesirable. 


813 
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Many comparisons of this kind must be made in interpreting 
statistical data and they are much more intelligible if they are 
expressed in percentage form. It is the purpose of this chapter 
to discuss the method of calculating and expressing some of the 
percentages most frequently used for this purpose. 


Method of Determining Percentages 


If percentages are to be of -value they must be calculated on 
the same base. For example, in the illustration given in the 
preceding paragraphs it was ascertained that the net profits were 
eight per cent of sales in one year and five per cent of sales in the 
following year. Consequently a comparison could be made of 
these rates. If it had been ascertained that the profits for one 
year were ten per cent of the cost of goods sold and for the next 
year were eight per cent of the ‘sales, then a comparison could 
not be made between these ratios, for the percentages were fig- 
ured on a different base. 


There has been some discussion in the last few years concern- 
ing the proper method of computing percentages with reference 
to profits, expenses, ete. Some claim that the cost of the goods 
sold should be used as the basis for such computation, while 
others insist that the net sales should be used for this purpose. 
In many texts on arithmetic the student is taught that cost 
should be used as the basis for calculating percentages. In 
business practice the sales price is more frequently used. 


During the last few years the National Association of Credit 
Men, Burroughs Adding Machine Company, Butler Brothers, 
The National Implement and Vehicle Association, and other 
organizations have prepared and distributed articles advocating 
the use of sales as the basis of calculating percentages. It is 
obvious that either method may be used with accuracy if it is 
adhered to with consistency. The difficulty in the past has 
been that many merchants have used sales as a basis of calcu- 
lating some of their percentages and have used cost of goods 
sold as the basis for calculating other percentages; consequently 
they have been led into errors and confusion when they attempted 
to use the statistics calculated on different bases. This con- 
fusion often exists in the minds of bookkeepers as well as busi- 
ness men. 


Arguments for Using the Sales Price as the Base for Calculating 
Percentages 


There are some advantages in computing expense and profit 
percentages on sales rather than on the cost of goods sold. A 
few years ago the Burroughs Adding Machine Company pub- 
lished a little pamphlet written by Thomas A. Fernley giving 
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twelve reasons why the percentage of profit should be figured 
on the selling price and not on the cost. 


The reasons stated by Fernley are as follows: 


(1) 
(2) 


(3) 
(4) 
(5) 


(6) 
(7) 
(8) 
(9) 


(10) 
(11) 


(12) 


Because the remuneration of salesmen is figured as a 
percentage of the selling price. 


Because the percentage of expense of conducting busi- 
ness is based on the selling price. If you take per 
cent of profit on cost and per cent of expense on sell- 
ing price, where are you? 


Because mercantile and other taxes are inevitably 
based on per cent of gross sales. 


Because the sales totals are always given in books of 
record. Cost totals are seldom, if ever, shown. 


Because the profit must provide for two items of 
capital—one the capital invested in merchandise, the 
other the capital necessary for operating expenses and 
other expenditures not properly chargeable to the 
merchandise account. Adequate provision for both 
of these items is more likely to be made if profit is 
figured on the selling price. 


Because it indicates the correct relation of the gross 
or net profit to the volume of business. 


Because allowances in percentage to customers are 
always from selling price. 


Because no profit is made until a sale is actually 
effected. 


Because nine stores in ten which do not figure on the 
selling price get mixed somewhere in their figures and 
do not know whether they are going forward or 
backward. 


Because the big stores figure on selling price. 


Because it puts the retailer where a customer will not 
so likely call him a robber if he learns the percentage 
of profit. Twenty per cent of a selling price is twenty- 
five per cent on the cost, but the twenty per cent does 
not seem as large an amount. 


Because if you figure on the selling price you can go 
to the cash drawer and say that “ten per cent of that 
money is my profit” instead of having to say that 
“ten per cent of the cost of the goods which I sold 
for that money is my profit.” 
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In a book published by Butler Brothers, of Chicago, entitled 
“The Butler Way System Book’’, there is the following state- 
ment with reference to the use of sales price as the basis of cal- 
culating percentages of expense and profit: 


“Never, never figure your per cent of profit on cost. Burn 
this rule into your brain some way so that you will never forget 
it. It will save you time, it will save you much worry, it will 
help you increase your net returns. Remember always that your 
profit comes out of your selling price and not out of the cost. 
You buy a thing for a dollar and place it in your stock. You buy 
it so you can gain a profit. Where are you going to gain this 
profit, out of the dollar, or out of the object itself? It is perfectly 
obvious you will gain no profit from this article until you sell 
it. Then you sell it, say, for $1.50; you paid fifty cents less for 
it. This fifty cents is part of the $1.50 you get for the thing, 
not part of the dollar you paid for it. The fifty cents represents 
your gross profit—gross profit on the sale. And since it is the 
sale that pays the profit, it is obvious that the sale is the logical 
basis upon which to figure the profit.” 


Important Considerations in Figuring Percentages 


The most important consideration in figuring percentages is 
that they all be calculated on the same base whether that base 
be the sales price or cost of goods sold, and that they be figured 
accurately. Many a merchant goes wrong on the question of 
figuring his profits not only in his percentage calculations, but 
also because he uses one base in making some percentages and 
another base in making other percentages. Although it seems 
quite easy to one accustomed to making mathematical calcula- 
tions to figure them accurately, many business men make errors . 
in such calculations. 


A few years ago a manufacturer sent out broadcast to retailers 
of all classes an invitation to solve this problem: 


“An article costs one dollar, wholesale, including 
freight. What will it have to be sold for to bring a net 
profit of twelve per cent after allowing eighteen per cent 
for the cost of doing business?” 


About one thousand retailers sent in solutions. The answers 
varied from $1.12 to $1.60. This illustration indicates that 
many business men figure their costs and profits incorrectly. 


Methods of Calculating Percentages 


This problem will be used as a means of illustrating the 
method of calculating percentages correctly. If the sales price 
is to be used as the base for calculating percentages, the article 
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must be sold for $1.43. The method of obtaining this amount 
may be shown in tabulated form as follows: 


DCLG ticemtte ieee, Sek 100% 

Cost of Doing Business............. 18% 

PPOSINC I NeUMETON Ur ho sy oon 6 natn 12% 

Operating-Cost and Profit............ 30% 
Wholesale Cost) ...-...2. 0... 10% 


The wholesale cost is 100 cents, which is seventy per cent of 
the selling price. One per cent of the selling price is 1.43 cents 
(100+70). 100% is 1001.48 cents or 143 cents or $1.43. 


The above process stated in the form of a rule is as follows: 


“To find the selling price of an article add together 
the cost of doing business and the desired net profit. De-. 
duct this from 100. Divide the result into the cost price.” 


If for calculating the profit it is desired to use the cost of 
the goods sold as the base, the selling price of the article would 
be $1.30. This is obtained by adding eighteen per cent of the 
cost price or 18 cents, and 12 per cent of the cost price or 12 
es to the original cost of 100 cents. This gives 180 cents or 


References on Methods of Calculating Percentages 


Frank E. Goodman, in an article entitled ‘“The Cost Account- 
ing Fallacy Exposed,” published in the American Paint and Oil 
Dealer for June, 1912, presents an argument for the use of the 
cost of goods sold as a basis for the calculation of percentages. 


Arguments for the use of the selling price as the basis can be 
found in the pamphlet published by the Burroughs Adding 
Machine Company, to which previous reference has been made; 
in various pamphlets which have been published by the National 
Association of Credit Men; in Nystrom’s ‘Economics of Re- 
tailing,’ “The Butler Way System Book,” published by Butler 
Brothers, and in pamphlets published by various business asso- 
ciations. 


Important Percentages with Reference to Profits and Expenses 


There are many percentages with reference to profits and 
expenses which are of importance. Some of the most important 
are the ratio between sales and the cost of goods sold, the ratio 
between selling expenses and sales, between buying expenses and 
sales, between delivery expenses in the case of a retail business 
and sales, between general expenses and sales, between gross 
profits and sales, and between net profits and sales. 
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These percentages may be very valuable to a particular 
company in making comparisons between months or years, 
between different departments in its own business, and between 
its own business and other businesses engaged in the same lines, 
if such statistics are available. For example, it would be quite 
significant if a particular retail business found that its sales for 
one year were $100,000.00 and its delivery expenses were $1,000.00, 
or one per cent, while the next year its sales were $110,000.00 
and its cost of delivering goods to customers was $2,200.00, or 
two per cent. The concern would immediately desire to inves- 
tigate to find out why the ratio of the delivery expense to sales 
was twice as much the second year as the first year. It would 
also be of considerable significance to this business for it to find 
its delivery expense was two per cent of sales, while the expense 
of a competitor engaged in the same line in the same city was 
only one per cent of the sales. 


Many other similar comparisons will occur quite readily to 
the student. Some of the more important of these comparisons 
which may be stated in terms of percentages are indicated in the 
accompanying laboratory exercises. 


Method of Showing Percentages 


Percentages such as those we have been discussing are fre- 
quently shown on the Statement of Profit and Loss. They are 
usually shown in an additional column which usually appears 
just to the right of the customary columns. 


The sales price is treated as one hundred per cent; the cost 
of goods sold, the gross profits, the various items of expense, and 
the net profits are indicated as a per cent of the sales. The 
method of showing percentages in this manner is illustrated in 
the Statement of Profit and Loss given in Illustration No. 121.! 


The Meaning and Importance of Turnover 


With reference to a particular article or a particular class of 
goods it may be ascertained that the net profit is five per cent 
of the sales, but to know this is not sufficient. It must further 
be ascertained how long a time intervenes between the purchase 
and sale of an article. If the article remains in stock six months 
after it is purchased before it is sold, only one-half as much 
profit will be made as if it were sold in three months after it is 
purchased. This should be seen readily for in the first case the 
article could be bought and sold only twice during the year, 
therefore only ten per cent profit will be made on it; in the second 
case, the article can be purchased and sold four times during the 
year, and therefore a twenty per cent profit will be made. 


1For the sake of brevity the expenses of each class are shown as a total. 
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JAMES O’CONNOR 
STATEMENT OF PROFIT AND LOSS FOR YEAR ENDING DECEMBER 31, 192 


| | Percent of Sales 
INCOME FROM SALES: | 
Gross Sulesc meteors dec yek || 25,525] 100 % 
Less Sales Returns.......... |____ 1,456! 75]| 5% 
NetiSalesen. tater. avn | 24,068) 25) 94.3% 
Cost oF Goons SoLp: | | 
Inventory, Jan.1,192. 2,541.76) || ea I), G% 
Punchases tess eee 19,128 .54|| 21,665) 30/| | | 74.9% 
3 
Less Inventory, Dec. 31, 192 3,562] 30] Mal, Ge 
Cost of Goods Sold........ | |_18,103|__ || 70.9% 
Gross Profit on Sales.... 5,965) 25| 23.4% 
OPERATING EXPENSES: 
IS UyA RE XpPCNSeS as late ete 200) | 0.8% 
Selling Expenses.............. 1,485) 25 | 5.8% 
Delivery—Wxpenses............ 521) 62/| my Of 
General Expenses............. 1,724) 65) | 6.8% 
Total Operating Expenses. .. | ||  3,981/52]) 15.4% 
Net Profit on Sales........ Fea 20830730 oaasany, 
NON-OPERATING INCOME......... | 41 25 | 0.1% 
GrosssIncome......5..5.. | | 2,074] 98 8.1% 
NON-OPERATING EXPENSE....... \eelemes on 98) O27, 
MepmiNComer «505 hairs ys | Se 2,02 Br 9%, 
| | || | 


Illustration No. 121, Statement of Profit and Loss 
Showing Percentages 


It is quite important for the merchant to ascertain the number 
of times that an article can be purchased and sold within a year, 
for this has an important bearing on his profits. The number 
of times an article can be sold or “turned over’ within the year 
is known as the turnover, and the calculation of the number of 
times it can be purchased and sold during the year is termed the 
calculation of turnover. 


Method of Calculating Turnover 


Several methods are used in the calculation of merchandise 
turnover. There are, in fact, but two methods of calculating 
turnover accurately. They are as follows: 


1. Divide the cost of the goods sold during the year by the 
cost of the average inventory of the year. For example, a retail 
store carries on the average a stock of goods the cost price of 
which is $20,000.00, and makes during the year sales of $100,000.00 
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on which a gross profit of twenty per cent is made. The cost of 
goods sold is $80,000.00 and the turnover is four. 


In other words, in this store, on an average, the articles sold 
remain in stock three months after they are purchased before 
they are sold. Inaccuracies may result from calculating the 
turnover on all the goods carried in stock. It is more accurate 
if possible to calculate the turnover for each kind of goods, since 
the turnover may vary on each kind. 


2. Divide the average inventory for the year at sales price 
into the sales at sales price. For example, if the average inventory 
at cost is $20,000.00 and the sales for the year are $100,000.00, 
on which an average gross profit of twenty per cent is made, the 
sales price of the inventory is $25,000.00, and dividing the total 
ee Se. by $25,000.00, a turnover of four will be 
obtained. 


‘The same result is obtained by both methods. The method 
which is most convenient should be used. 
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QUESTIONS FOR CLASS DISCUSSION 
anaes 
The Statement of Profit and Loss of the Brown Department 
Store shows a net profit of $400,000.00 has been made during the 
past year. Does this indicate that-the year has been an exceed- 


ingly prosperous year for this store and does it also indicate that 
this store has been managed efficiently during the past year? 


oats O}pes 

A further analysis of the operations of the Brown Depart- 
ment Store shows that in Department A profits of $50,000.00 
have been made during the year, while in Department B profits 
of $150,000.00 have been made, in Department C $120,000.00 
and in Department D $100,000.00. Can you determine from these 
figures which department is the most profitable, or which of the 
departmental managers is the most efficient? Why? 


Bove. = 
You desire to make a comparison between the gross sales and 
the net profits of one hundred different firms. You have these 
firms listed and their gross sales shown in one column and 
their net profits shown in a second column. Would you be able 
easily to make a comparison of these items by a statement in 
this form? In what form may you state the comparison in order 
to make it more useful? 
eet Ave 
The Brown Mercantile Company states that its net profits 
for the past year are ten per cent of gross sales. The Smith 
Mercantile Company states that its net profits are fifteen per 
cent of the cost of goods sold. Can you make a proper com- 
parison between the statistics provided by these stores? Why? 


a ae 

The Brown Manufacturing Company asserts that percentages 
should always be figured on the selling price, while the Smith 
Mercantile Company argues that percentages should always be 
based on the cost of goods sold. State which you think is cor- 
rect and give reasons for your answer. 


gh . see 
An article is purchased by the X Company at a cost of $3.00. 
Assuming that it is desired to obtain a profit of ten per cent and 
that the cost of doing business for this company is twenty per 
cent, explain at what price the article must be sold: first, if the 
cost of the article is used as a basis, and, secondly, if the selling 
_price of the article is used as a basis. 
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Phy 
State some of the more important percentages which may be 
used in judging past results in the making of future plans. 
eee ee, 
How may percentages with reference to expenses and profits 
be shown in convenient form? 
= Oe 
Explain the meaning and importance of turnover. 
Sri 
Explain and illustrate two methods of calculating turnover. 
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LABORATORY MATERIAL 


Exercise No. 204 


THE J. F. PEARCE COMPANY 
STATEMENT OF PROFIT AND Loss FoR YEAR ENDING DECEMBER Bi pe As y4 


Income from Sales: 
GrossiGales tae. cent etek ee yee 145,000 


? 


Nets SaleSney ya mereet re oe ie. Greens 141,000 


Mdse. Inventory January 1,192 .... 14,079|60 
8 


GrossPRurchacccemnsE aera ar nine 104,120/80 


Mdse. Available for Sale............ 118,200/40 
Mdse. Inventory December 31, 192 . 18,990)/40 


CostioiGoods:soldepeerra eerie 99,210 


Expenses: 
Selling Expenses: 
Salaries of Sales Clerks . 4,525.00 
Salaries of Road Men... 5,180.00 
Traveling Expenses.... 7,309.81 
XG WeTbISIN eae en toe 6,435 .00 23,449/81 


General Expenses: 
REnGeene ean 000200 
Office Salaries.......... 5,557 .00 
Miscellaneous Expense . 1,618.19 9,175}19 


Total Expenses. . Meee eons 32,625 


Niet Operatingeenolltem sare 9,165 


Other Income: 
mitenes Gebiarne Cesarean. teers ran 650 
Ronehasess Discounts teenie eierrs 850 1,500 


Grosselncomeanpereiias ee ae net 10,665 


Deductions from Income: 
MMncenestCOSt mann mecicice leas. oe.cieleiens 100 
SaespIDISCOUMUMME interior csas seats 1,000 1,100 


INjetelN COMM ee se ticceasceeleises 9,565 


INSTRUCTIONS: Prepare a Statement of Profit and Loss showing 
percentages for The J. F. Pearce Company. The gross sales is treated 
as 100% as in Illustration No. 121. 
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Exercise No. 205 


The Sales and Cost of Sales shown on the Statement of 
Profit and Loss of the Blaine Mercantile Company for two con- 
secutive years were as follows: 


First Year Second Year 
Grossisalesueeeers sae 110,000.00 138,000.00 
Sales Returns and Allow... 3,600.00 4,600 .00 
Net Galeton ee 106,400.00 133,400.00 
Cost of Goods Sold: 
Inv. at begin. of year....| 16,910.80 15,163 .40 
(Burchasest: sees ee Oo Cole 0 90,056 .20 
| Freight and Drayage In .| 10,663.50 LOT ZO 
\Mdse. Available for Sale’ | 91,465.60 120,391.70 
dse. Inv. at end of year} 14,079.60 18,999 .20 
Cost of Goods Sold ... 77,386 .00 |7 @ 101,392 .50 
Gross Profit on Sales 29,014.00 32,007 .50 


INSTRUCTIONS: 1. From the above information, ascertain the 
rate of turnover for each of the two years. 

2. Using the gross sales as 100%, prepare a statement showing per- 
centages for the two’ years, 


Exercise No. 206 


Prepare a Statement of Profit and Loss showing percentages 
for the Superior Ice Cream Co. for the period ending August 31. 
This statement is to be prepared from the Statement of Profit 
and Loss which you made in Practice Set IV, Chapter XLVIII. 


— 


CHAPTER LIV 


THE GRAPHICAL METHOD OF PRESENTING 
ACCOUNTING FACTS 


Need of Additional Forms of Reports 


In previous chapters considerable emphasis has been placed 
on the value of accounting reports to the business manager. 
Illustrations of such reports have been presented and discussed, 
and attention has been given to the means to be employed in 
gathering the data necessary for their preparation. 


It is scarcely necessary to point out that the forms of reports 
previously discussed have been employed only as types of the 
whole group of accounting reports which may be used as an aid 
to the business executive. There are many others that are val- 
uable aids to the management, the number and kinds of such 
reports depending in each case upon the nature and the organi- 
zation of the business for whose use they are designed. With 
the growth in size of the typical business unit, and the develop- 
ment of specialization within each, a need has arisen for a greater 
number of special reports. An example of this is to be found in 
the reports which show sales analysis. ‘These reports must be 
prepared in such a way that they will answer the questions which 
may be asked by the different functional managers. Thus the 
merchandise man, or purchase manager, might want a report 
classifying sales by commodities; while the treasurer, whose 
problem is financial, might desire a report on sales which would 
classify them by the terms of credit on which the sales were made. 
Not only are reports of this nature required, but also statements 
which make comparisons of such facts possible between branches 
or departments of a business, and as between different periods of 
time, are often desirable. 


Use of Statistical Method 


If these reports are to present the executives with the infor- 
mation most desired by them and in the most available form, 
the accountant will need to call to his aid statistical methods of 
presentation. The statistical method in its best sense implies 
the gathering, in the form of figures or numbers, of information 
needed to answer a certain question or reveal a certain tendency, 
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and the presentation of this information in such a manner as to 
indicate the answer or the tendency in the clearest possible way. 


Thus if the sales manager of a large wholesale business asks 
for the ratio between the expenditure incurred in advertising in 
a certain territory during a certain period and the sales made in 
that territory during the same period, the answering of this 
question involves the use of the statistical method. Assuming 
records are kept which make the desired information available, 
and that the sales for X territory for November are $72,000.00, 
while the advertising is $6,000.00, there is more than one way of 
presenting these facts to the sales manager. 


Some possible methods are: 


1. Merely a memorandum that $72,000.00 sales were made 
in X territory during November, with an advertising cost of 
$6,000.00. This is a simple statement of the facts with no at- 
tempt at interpretation. Thus if similar information is furnished 
for all the sales territories, the significance of the comparisons 
involved could not be evident without the expenditure of some 
ak and effort in studying the relationships expressed by the 

gures. 


2. To report that sales for November in X territory were 
twelve times the advertising cost. This is stating the answer in 
the form of a ratio and is more suggestive than the first answer, 
because a comparison is indicated. 


3. To report that advertising expense is 814% of sales. 
This is not very different from expressing the relation as a ratio, 
but is preferable because it is easier to understand the meaning 
of percentages taken on a common basis—in this case sales. 


4. By a chart or graph indicating a comparison between the 
two items. Such a comparison might be expressed by two bars 
of equal width, their respective lengths picturing the relation 
between the two items. 


$72,000 .00 


$6,000 .00 


This method of presenting statistical information is known as 
the graphic method, and, as will presently appear, is particularly 
suitable for the presentation of certain types of information. 
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Further Illustration of Business Statistics 


For the purpose of further illustrating the presentation of 
statistical data concerning business operations, assume that a 
certain department store keeps records which furnish the fol- 
lowing information regarding the operation of each department: 


Gross Sales. 

Returns and Allowances. 

Net Sales. 

Cost of Goods Sold. 

Sales Salaries. 

Advertising. 

Delivery Expense. 

General Overhead Expense (allocated to the department). 
Net Operating Profit. 


Assuming further that this information is made available by 
months, the information concerning a given department for a 
year may be tabulated in a way to show each of these items for 
each month in the year, thus making it possible to compare 
different items for the same month, and also the same items for 
different months. Such a tabulation for Department ‘‘A” might 
appear as on page 828. 


There are several comparisons that may be drawn from the 
information shown by this tabulation, as well as several ways in 
which such comparisons may be stated. Thus, for example, if it 
is reported that sales for January were twenty times adver- 
tising expenses, and February thirty-one and one-half times that 
item, and so on, for each month, comparisons between these two 
items for each month would be expressed in terms of ratvos. 
These ratios could then be compared by months, thus: 


RATIO OF SALES TO ADVERTISING EXPENSE, 
“A” DEPARTMENT 


For YEAR ENDING DECEMBER 31, 19.... (By MONTHS) 
Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec. 
20 814 442 255 26 38 46 24 20 24 264 17% 


In the same manner a comparison could be shown between 
sales and any other item with which comparison may seem 
desirable. 

Another method of comparing different items for the same 
month is by means of percentages. Thus, taking the figure of 
Gross Sales as 100%, it is possible to show other items for any 


— 
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month in terms of the percentage of Gross Sales which they rep- 
resent. This may be illustrated by taking the three items— 
Gross Sales, Cost of Goods Sold, and Gross Profit—and comparing 
them for the first six months. The percentages would appear 
as follows: 

Jan. Feb. WaT ASD its May June 


1085 Salesian sss ee ss 0 400 100 ‘100 100 100 100 
CostiotiGoodsiSold=.....p CO. Whe WG CAS CO COE 
Choc One eee enn o0 ei | 2Oee  26e4" 27.1" 30.8 ~ 304 


_ If the comparison thus established is considered worth show- 
ing, every figure in the table shown on page 828 may be expressed 
as a percentage of Gross Sales for the appropriate month. 


Graphic Method Illustrated 

Still another and very useful method of presenting statistical 
information is by means of charts, curves, or graphs, in such a 
way as to appeal directly to the eye. This may be illustrated 
first by the use of the so-called curve. Several types of curves 
are employed by statisticians, and for different purposes, but 
the curves used here for illustration will be of a simple type deal- 
ing with the same kind of data. 
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Illustration No. 122, Graphic Chart Showing Gross Sales 


830 BOOKKEEPING AND ACCOUNTING [Ch. 54 


Illustration No. 122 shows a curve for the gross sales of Depart- 
ment ‘“‘A’’, plotted by months. This curve indicates that sales 
in the department were high during January and February, low 
in March, climbing in April, declining from May through July, 
high during August, higher still in September, after which they 
fall off somewhat and reach their peak in the holiday season. 

This curve, showing the comparison of sales by months for a 
single year, at once suggests several other interesting compari- 
sons. Thus it would evidently be interesting to see how the 
sales of the preceding year, plotted by months, on the same 
basis and on the same scale, would compare with those of the 
current year. To show such a curve, however, it would be nec- 
essary to assume additional data. It will, therefore, be omitted, 
though with a recognition of its value for purposes of comparison. 


Comparison of Sales and Cost of Goods Sold 


One significant comparison that can be made on the basis of 
the data above presented is between the sales by months and 
the cost of goods sold by months. This is shown by the two 


JAN. FEB. MAR APR MAY JUNE JULY AUG. SEP OCT. NOV. DEC 
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IIlustration No. 123, Graphic Chart Showing a Comparison 
between Gross Sales and Cost of Sales 
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curves on Illustration No. 123, both of which are plotted on the 
same basis and on the same scale. 


An examination of these two curves shows a tendency toward 
a fairly close correspondence between the fluctuations of the 
two curves. However, it is to be seen that the margin between 
the two items, which measures the gross profit on sales, differs 
from month to month, not only in amount, but also in its rela- 
tion to the amount of sales. Thus it is evident at a glance that 
a higher percentage of gross profit was realized in April, Sep- 
tember, and December, than during the other months. 


Comparison of Sales and Cost of Advertising 

It is altogether probable that the sales manager will desire a 
comparison between sales and advertising expense, by months. 
Such a comparison is presented by the two curves drawn in 
Illustration No. 124. 


JAN. FEB. MAR. ARR MAY JUNE JULY AUG SEP OCT NOV _OEC. 
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Illustration No. 124, Graphic Chart Showing Comparison 
between Gross Sales and Advertising Expense 


It is at least evident from the chart that advertising expense 
has not been charged to Department “A”’ on the basis of sales, 
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since the fluctuations of the two curves are not always in the 
same direction. In the main, however, the sales have increased 
as the advertising has increased, which indicates that the ad- 
vertising has been quite effective. The exception to this uni- 
formity is found in April, when advertising expense is lower 
than in May, while sales are higher. This is explained probably 
by the fact that less advertising was needed in April, since the 
demand is usually heavier during that month. 


Comparison of Sales and Operating Expenses 


Illustration No. 125 shows a comparison between gross sales 
and total operating expense. Inspection of these two curves 
shows that increased sales have meant increased operating 
expense, and vice versa, but not always in the same proportion. 
Any questions that may be raised by a study of this chart will 
require a reference to the table where the analysis of operating 
expenses by months is shown, and will probably require an 
investigation that goes considerably further than that. 
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Illustration No. 125, Graphic Chart Showing a Comparison 
between Gross Sales and Total Operating Tpane 
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Comparison of Sales and Net Operating Profit 


The comparison between sales by months and net oper- 
ating profit by months, as shown in Illustration No. 126, points 
out the fluctuations in the amount of net profit from month to 
month to be greater in proportion to the size of the item than 
are those in the amount of sales. This can be explained by a 
study of the fluctuations in the items that had to be deducted 
from sales each month before the net operating profit could be 
ascertained. 
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Illustration No. 126, Graphic Chart Showing a Comparison 
between Gross Sales and Net Operating Profit 


Different Methods of Graphic Presentation 


Another means of showing a comparison between figures 
graphically is by bars or rectangles of similar width, whose 
length furnishes the basis for comparison. A case in which 
this method might well be employed is found in the comparison 
of total sales for the current year with total sales for the preceding 
year. Assuming gross sales for last year to have been $505,500.00, 
such a comparison is shown in Illustration No. 127 on page 834. 
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Illustration No. 127, Graphic Chart Showing a Comparison 
of Sales for Two Years 


The rectangle or bar can also be used as a device for showing 
a comparison of parts with the whole. For example, taking the 
gross sales for January as a whole and drawing to scale a rectangle 
whose length represents their amount for that month, this rec- 
tangle can in turn be divided off into sections representing the 
deductions to be made from net sales and the net profit remaining 
after those deductions have been made. Still another basis for 
comparison is furnished if rectangles are shown for the other 
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Illustration No. 128, Graphic Chart Showing a Group Comparison 
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months of the year, drawn to the same scale, and divided up in 
a similar manner. ‘This use of the rectangle in graphic presen- 
tation of facts is shown in Illustration No. 128. 


Advantages of the Graphic Method 


A few simple illustrations of the graphic method of presenting 
business statistics have been illustrated and discussed here. 
Although only a few are given, they are varied enough to be 
representative, and they serve to reveal certain advantages of 
this method of presentation. The more obvious advantages may 
be listed as follows: 


(1) The graphic method appeals directly to the eye and 
is sure to get attention. 


(2) It brings out comparisons or tendencies in a more 
striking manner, and renders the facts shown easier 
of interpretation than does other methods. 


(8) A busy executive can review a much greater amount 
of information presented in this form in a given time 
than if this information were reported in other forms. 


(4) By the use of curves especially, it is easier to show 
continuity of certain tendencies over a period of 
time than it is possible to show by other methods. 


Limitations of the Graphic Method 


The illustrations of the graphic method shown, have made 
apparent that this method has certain advantages, but it should 
also be apparent that there are certain limitations which attach 
to the use of this method of presenting facts. Some of these 
are as follows: 


(1) Only a very limited range of information can be 
shown on one chart. (Compare the information 
presented by any one of the seven charts, or, in fact, 
all of them, with the amount of information given by 
the single table of figures upon which they are based.) 


(2) While showing very clearly certain tendencies, the 
chart does not readily furnish exact information 
which can be stated in terms of definite figures. In 
other words, a chart can not be quoted. Graphic pres- 
entation of facts is usually not sufficient in itself, but 
needs to be supplemented by figures. Thus in Illus- 
tration No. 128 bars are used in showing comparisons, 
(1) of totals, and (2) of the parts into which such totals 
may be divided. A little study of this chart will show 
that if each section of each bar were marked to indi- 
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cate the number of dollars represented by it, and also 
the percentage which it is of the whole, it would be 
more enlightening. 


(3) Considerable training and caution are necessary for 
the proper use of the graphic method: 


(a) On the part of the one submitting the report. 
A variation in the basis, the scale, or the method 
of comparison may create a very different im- 
pression with regard to a given set of facts, and 
if not wisely and honestly done, may be very 
misleading. 


(b) On the part of the one reading or interpreting 
the report. If such reports are drawn in a fash- 
ion tending to be misleading, they will mislead 
more than almost any arrangement of the actual 
figures. Only one trained in the use and inter- 
pretation of statistics would know enough to 
avoid reading a wrong meaning into charts 
which are carelessly, ignorantly, or dishonestly 
prepared. 


Summary 


In rendering reports to interested parties, the accountant 
should make use of the most scientific methods of presenting 
information. This means that the successful accountant must 
have a knowledge of the statistical method. A very useful way 
of bringing information to the attention of those to whom it is 
to be reported is by means of graphs or charts, which present the 
information pictorially or graphically. There are some very 
evident advantages connected with this method, but it must be 
used with caution, as it may be very misleading. Where the 
graphic method of presentation is employed, it should usually 
be in connection with statistics tabulated or otherwise reported 
In a way to show the exact quantities involved, thus retaining 
the good features of each of the methods of reporting. 
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QUESTIONS FOR CLASS DISCUSSION 
aren pee 
The vice-president of the Curry Corporation who is in charge 
of sales, requests the accounting department for a statement of 
the sales and the advertising expense of Department A during 
the past year. The accounting department determines that the 
sales for Department A are $100,000.00 and the advertising 
expense $10,000.00. Explain and illustrate the different ways in 
which this information may be stated for the benefit of the 
vice-president. 
gry ee 
EXxplain and illustrate what is meant by the statistical method. 


peat eohs 

Illustration No. 122 shows that sales for Department A are 

the lowest for the year during March. (a) Can you offer any 

reasons why this is true? (b) Do you think that all departments 

of the business would show a similar decrease at this time of the 

year? Would the grocery department, for instance, show as big 
a decrease in March as the white goods department? 


artery, hens 

Suggest plans which might serve to eliminate such a big 
decrease in sales during March as is indicated by Illustration 
INO: 122. 

Se 

Illustration No. 123 shows that the sales and the cost of goods 
sold commence to increase July 31, but the cost of goods sold 
decreases after August 31, while the sales continue to increase 
until September 30. Explain how this is possible. 


ae ae 
Illustration No. 124 shows that sales decreased during May, 
ale the advertising expense increased. How would you explain 
this? 
aes 
Illustration No. 125 shows that sales increased much more 
rapidly than the operating expenses during December. What 
does this indicate? ‘ 


Illustration No. 126 shows that net operating profit does not 
always increase when sales increase. Give reasons why this is 
true. 

sath pee 

Explain and illustrate three methods which may be em- 

ployed to show accounting facts graphically. 


838 BOOKKEEPING AND ACCOUNTING [Ch. 54 


S211 (es 
Give the advantages and the disadvantages of the graphic 
method of presenting accounting statistics. 


LABORATORY MATERIAL 


Exercise No. 207 


On sheets of white paper ruled in the same form as Illustra- 
tion No. 122, prepare from the figures given for Department B, 
on page 828, curves to indicate the following: 


Gross sales. 

Comparison of sales and cost of goods sold. 
Comparison of sales and total operating expenses. 
Comparison of sales and advertising expenses. 
Comparison of sales and net operating profit. 


The discussion and illustrations on pages 829 to 888 will be 
of assistance in preparing this exercise. 


ol 99 bo 


Exercise No. 208 


Prepare bar graphs from the facts shown on the Statement 
of Profit and Loss August 31, in Practice Set No. 4, as follows: 


1. A bar graph showing gross sales; sales returns and allow- 
ances, if any; cost of goods sold, and gross profit or gross loss 
on sales. One bar will represent Ice Cream Sales and another 
bar will represent Merchandise Sales. 


2. A bar graph showing gross profit on sales (for ice cream 
and merchandise sales combined), selling expenses (total), gen- 
eral expenses (total), and net operating profit. 


CHAPTER LV 
SINGLE ENTRY 


Methods of Bookkeeping 

It has been emphasized in previous chapters that in making 
a record of transactions an equality of debits and credits should 
be maintained. When this method is followed it results in what 
is known as double entry bookkeeping. It is based on the prin- 
ciple that each transaction involves an exchange of equal values, 
and that the record should show the value of the property or 
services received and of the property or services given in return 
in each transaction. 

Sometimes another method of bookkeeping is employed in 
which no attempt is made to maintain an equality of debits and 
credits. Under this method only part of the effect of a transac- 
tion on the financial condition of a business may be shown in the 
accounting records. For example, $75.00 may be paid for one 
month’s service of a stenographer. The payment of the $75.00 
of cash may be recorded by a credit to Cash, but the receipt of 
the services is not shown. So it is with other transactions—the 
debit may be recorded and the credit ignored, or vice versa. 
This method of recording transactions is known as single entry 
bookkeeping. 


Single Entry Bookkeeping 

Single entry bookkeeping is a method of bookkeeping by which 
only part of the debits and credits resulting from the business 
transactions performed are recorded. It is in fact incomplete 
double entry. There is no uniform practice as to what should 
and what should not be recorded when single entry is used. 
Usually there are certain facts which the owner of the business 
thinks of particular importance and these are recorded while the 
remainder are omitted. 

In nearly all cases a record is kept of the amount due from 
customers, the amount due to creditors, and of the cash receipts 
and disbursements. Some authors even go so far as to define 
single entry as a method of bookkeeping which provides a record 
of these and of nothing else. In practice, however, all kinds of 
‘variations and modifications may be found. A single entry 
system may be established which provides a record of only these 
items, but as the business expands, additional information will 
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be desired and the records will be modified to provide it. More 
and more information may be desired with consequent modifica- 
tions of the bookkeeping records, until probably a double entry 
system will be developed. 


It is impossible to say arbitrarily of what a single entry 
system may consist. It is more nearly correct to say that when- 
ever there is a system of records which is not kept by double 
entry that it is a single entry system. Single entry was probably 
so called originally on the assumption that only one entry— 
that is, a debit or a credit—was made in the case of each trans- 
action. This was never strictly true, for if a customer paid his 
account, Cash was debited and the customer’s account was 
credited, and a similar procedure was followed in the case of 
other transactions. It is still less true at present under the mod- 
ifications which have taken place. Any account kept in the 
case of double entry may be kept in the case of single entry. 
Consequently, in the case of many transactions equal debits and 
credits are recorded. However, so long as equal debits and credits 
are not recorded for all transactions, it is not double entry, and. 
may be conveniently termed single entry. 


Records Required for Single Entry 


Any record used with the double entry method may be used 
with the single entry method. In the very simplest type of single 
entry, usually three records are required: the journal, the cash 
book, and the ledger. 


If a record is kept with only creditors, customers and cash, 
the debits to the customers’ accounts and the credits to the 
creditors’ accounts would be from the journal. The cash re- 
ceived from customers is recorded on the debit side of the cash 
book and the credit to the customer’s account is posted from here. 
The cash paid to creditors is recorded on the credit side of the 
cash book and the debit to the creditor’s account is posted from 
here. The other items in the cash book are not posted. 


It is not deemed worth while to illustrate the books used in 
single entry. It is not likely that the student will be required to 
keep a set of singie entry books. When they are used at. present, 
it is almost invariably because a bookkeeper is not employed and 
the books are kept by some one who is ignorant of bookkeeping 
methods, but has had to develop some means of obtaining some 
necessary information. If a bookkeeper is employed, it is al- - 
most always for the purpose of installing a double entry system. 
It is of little importance, therefore, to understand the details of 
operating a single entry system. The thing of primary impor- 
tance is to know how to change a single entry system to a double 
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entry system, and this is explained later in this chapter. Even 
if it were deemed worth while, it is impossible to give an illustra- 
tion of a single entry system which would be more than merely 
Suggestive, for single entry systems vary widely and are not 
governed in their operation by any well-established principles as 
is the double entry system. 


Proving the Accuracy of Single Entry Records 


There is no satisfactory way of proving the accuracy of single 
entry records. Since there is no attempt to maintain an equality 
of debits and credits, a Trial Balance can not be made. The only 
proof of work possible is the checking of the ledger record with 
the record in the books of original entry. As a consequence, 
inaccuracies may occur which will not be detected. Of course, 
if errors occur in connection with the debiting or crediting of 
accounts receivable and payable, these may be detected at the 
time of settlement. If, however, the error is in favor of the cus- 
tomer a creditor, he may not report it and it may not be dis- 
covered. 


Determining Profit and Loss under Single Entry 


Since by the single entry method there is usually no record 
kept of the income and expenses of the business, and in no case is 
there a complete record, it is impossible to make a Statement of 
Profit and Loss. Although a Statement of Profit and Loss show- 
ing the results of the operations of the period is not possible, it 
is possible to determine the net profit or loss for a period by a 
comparison of a Balance Sheet made at the beginning of the 
period and a Balance Sheet made at the end of the period. 


Determination of Profit and Loss by Means of the Balance Sheet 


Some of the assets and liabilities appear on the ledger. The 
remaining assets can be obtained by means of an inventory and 
appraisal. “The liabilities that do not appear on the ledger can 
usually be obtained by inspecting the memorandum records, the 
unpaid invoices, etc. After the assets and liabilities, including 
the accrued income, accrued expenses and deferred charges, are 
obtained, a Balance Sheet can be prepared which will give the 
net worth or proprietorship. If such a Balance Sheet is made 
both at the beginning and at the end of the fiscal period, a com- 
parison of the net worth as shown by these Balance Sheets will 
show the profit or loss for the period, providing no additional 
capital has been added during the period or no withdrawals have 
been made. 


To illustrate this method of determining profit or loss, it may 
be assumed that the financial condition of P. C. Dodge on Decem- 
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ber 31, 1925, and December 31, 1926, is represented by the fol- 
lowing condensed Balance Sheets: 


P. C. DODGE 


BALANCE SHEET, DECEMBER 31, 1925 


Current Assets....... 4,215 65 Current Liabilities...... 1,915 65 


Deferred Charges..... 300 Proprietorship.........| 5,000 
HixedeAssetse oe | 2,400 | i 
line Raine ||caremeae e sek le 
| 6,915 {65 | | 6,915 65 
P. C. DODGE 


BALANCE SHEET, DECEMBER 31, 1926 


Current Assets....... | 5,829 50 Current Liabilities..... | 2,149 50 


Deferred Charges..... 340 Proprietorship.........|| 6,300 
Fixed Assets......'... 2,280] | Ve ae 
8,449 [50 8,449 50 


It will be seen that the proprietorship of Dodge has increased 
$1,300.00 during the year. If no additional investment has been 
made during the year and no withdrawals have been made, this 
increase of $1,300.00 in proprietorship shows the net profit for 
the year. It can be seen readily that if an additional investment 
has been made during the year, it must be subtracted from the 
increase of proprietorship, and that any withdrawals must be 
added before the net profit is obtained. 


Although the net profit for the fiscal period may be obtained 
by a comparison of Balance Sheets, no analysis of expenses and 
income is provided; consequently it is difficult to judge as to the 
efficiency of past operations or to plan future operations. Such 
an analysis can be obtained only by a properly designed system 
of double entry records. 


Comparison of Single Entry and Double Entry 

Single entry as usually practiced is simple, and since a record 
is made of only part of the debits and_credits which result from 
the transactions performed, the posting is-much_ less than in 
double entry. No difficult analysis of transactions is involved 
and it is somewhat easier to understand by those who are un- 
trained in accounting practice. This brevity and simplicity, 
however, are secured at the expense of the analysis and informa- 
tion which it is the primary function of the accounting system 
to provide. Double entry provides a classified record of every 
transaction, a proof of the accuracy of the record, and a full 
statement of the sources of the profits and of the causes of the 
expenses, and these can not be obtained from single entry records. 
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Consequently, single entry is employed very rarely at present 
by commercial firms. When it is employed by such firms, it is 
where, as was stated before, the smallness of the firm makes a 
bookkeeper unnecessary and someone untrained in accounting 
designs and keeps the records. In special cases single entry 
records may serve fairly satisfactorily. Professional men, such 
as doctors and lawyers, often keep their records by single entry. 
If, however, their expenses are of material size, the additional 
information obtained from double entry records is worth more 
than the extra labor involved. 


Changing from Single Entry to Double Entry 


When the accountant or bookkeeper finds a system of records 
kept by single entry, it is necessary for him to be able to change 
it to double entry. The first step in this process is the prepara- 
tion of a Balance Sheet showing the assets, liabilities and pro- 
prietorship. The next_step is to make the entries necessary to 
show in the records the same information that is given by the 
Balance Sheet. If a new set of records is to be opened, this is 
comparatively easy. It is only necessary to make a compound 
journal entry which records the assets, liabilities and proprietor- 
ship as shown on the Balance Sheet and to post these items to 
the appropriate accounts. If the same records are to be used, 
some of the assets and liabilities shown on the Balance Sheet will 
be already in the ledger. It is necessary to check these items 
which are already recorded in the ledger and to post only the 
additional items which are shown on the Balance Sheet, but not 
in the ledger. 


To illustrate the method of making the entries in the latter 
case, it may be assumed that James Brown has been keeping a 
system of single entry books by which a record is maintained 
with cash, accounts receivable and accounts payable. The Bal- 
ance Sheet of Brown on December 31, 1926, is as follows: 


JAMES BROWN 


BALANCE SHEET, DECEMBER 31, 1926 


Liabilities I 


Assets heel | 
(OPTS AN Arian Shaye oiec eae 522,75. Notes Payable......... 2,864 | 
Notes Receivable..... | 86 Accounts Payable..... | 2,978 | 40 
Accounts Receivable... | 3,237 25 , 3 | 
Merchandise Inventory 4,156 80 Proprietorship 
Office Furniture. ..... 482 James Brown, PODS acc |)  KpURVA A) 
Buildineeen. eee 2,150 | 
anaes are: Pett, _ 3,000 _ | 


13,634 80. 13,634 |80 
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The journal entry necessary to open the double entry books 
of Brown is as follows: 
DECEMBER 31, 1926 


A lek Or21c} oR ewea ta beh tai toes Lan ce, eeem neces epee rere 522 |75 | 
Notes Receivablesoas. ) tse 86 
ve teAccoluntsseceivabless. wae anc 3,201 |25 
Merchandise Inventory.............. 4,156 80 
Opicexurni turer iat. eee eee 482 
Bull Gina ratte eet eee ate aes ce ee 2,150 
Land: 8s iced tien Ce en oe Renee 8,000 | 
INotespRavableme creer 2,864 
V Accounts Ebayable ere 2,978 40 
y James Brown, Proprietor...... 7,792 40 


To record the assets, liabilities, and 

proprietorship of James Brown on De- 

cember 31, 1926, on which date his 

records are changed from single entry 
_ to double entry. 


It will be noticed that the entries for cash, accounts receivable 
and accounts payable are checked _so_ they will not be posted. 
There are already accounts in the ledger with these items. No 
doubt there are separate accounts with customers and creditors 
maintained in the ledger. Accounts receivable and payable are 
shown-as totals-on-the- Balance Sheet and in the opening entry 
for the sake-of_brevity. If the separate accounts are shown in 
the opening entry, each of these will have to be checked and not 
posted. When the opening entries are posted, the ledger should 
be in balance and this should be proved by a Trial Balance. 


Method of Keeping Statistical Records 

Although it is important that a double entry record be made 
of the transactions recorded in the ledger, in many businesses 
there are supplementary records kept which are not kept by 
double entry. 


There are many illustrations of these supplementary statis- 
tical records. In a store where there are several sales clerks 
employed, it is desirable to compare their efficiency in terms of 
sales. Consequently, a record is kept of their daily, weekly and 
monthly sales, and a report made, sometimes weekly and some- 
times monthly, which shows their sales in comparative form. In 
the same manner a record may be kept of sales by departments, 
or of the sales of different commodities. Further analyses may 
be made to show sales by territories, by terms of sale, by method 
of delivery, etc. These analyses are usually made by means of 
supplementary records and are not shown in the ledger accounts. 

The use of these supplementary records is suggested at this 
time in order that the student may not make the error of thinking 
that it is only from the double entry accounts that the informa- 
tion used as a basis of business management is obtained. 


Ch. 55] QUESTIONS FOR CLASS DISCUSSION 845 


QUESTIONS FOR CLASS DISCUSSION 


eg ales 
Explain the distinction between single entry and double entry 
bookkeeping. 
se. 
_ Can a definite description of single entry bookkeeping be 
given? Why? 
ees ey 
What records may be used in connection with single entry 
system? \* ens 
Toy he 
Can a Trial Balance of a single entry system of bookkeeping 
be prepared? Why? -~° 
Me 
Can the correctness of such a system be proved in any other 
manner? a? 
Biot dee 
Explain and illustrate how profit and loss may be determined 
when records are kept by single entry. 


abr, Oe 
Explain the advantages of double entry over single entry. 


ae 
Explain and illustrate the method of changing single entry to 
double entry. 
PE yal 
A. B. Smith has been keeping his records by single entry. 
He maintains accounts in his ledger with cash, customers and 
creditors. He desires to change his records from single entry to 
double entry, but intends to use the same ledger as before. 
Explain what would be necessary in making the entries to change 
his records from single entry to double entry in order to avoid 
a duplication of the accounts with cash, customers and creditors. 


seetert (Wee 
Explain how single entry records may be of value in gath- 
ering information for statistical purposes. 
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LABORATORY MATERIAL 


Exercise No. 209 


W. M. Hall, a retail grocer, has personally kept his book- 
keeping records, using a single entry method. He desires to 
employ a bookkeeper who can prepare a statement of his financial 
condition as of June 380 and install a double entry set of books. 
A new fiscal period begins July 1; the same general ledger is to 
be continued in use. 


Preliminary Data on Single Eniry System Now in Use 


1. Two books of original entry are used, a journal and a 
cash book. One ledger is used, containing accounts with Cash 
and customers only. Only the entries in the journal and cash 
book which affect these accounts are posted to the ledger; the 
other entries are not posted. At the end of each month, the 
total cash receipts and the total cash payments as shown by the 
cash book are posted to the debit and credit respectively of the 
Cash account. Debits to customers’ accounts are made from 
the original sales slips, duplicates of which are wrapped with the 
merchandise sold; credits to customers’ accounts are posted from 
the cash receipts record and the journal. 


2. No accounts are kept with creditors, payments for pur- 
chases being made from invoices received. Mr. Hall purchases 
most of his stock from local wholesale grocery companies, which 
render an invoice for each of his purchases. These invoices are 
placed in a folder according to date payment is due; when due, 
they are paid and recorded in the cash book in the same manner 
as cash purchases. He also buys from local produce and poultry 
vendors; these are cash purchases and are entered directly in the 
cash book at the time of purchase. 


3. A part of the cash received is retained in the cash register 
for use in making change; the balance of the cash received is 
deposited in the First National Bank of Lockland. On the first 
of each month, Mr. Hall obtains a statement from the bank and 
verifies the balance shown on it with the record on his check 
stub. The balance in the bank is then added to the amount of 
cash in the cash register and safe, and compared with the balance 
shown in the cash book; this proof is very rarely effected because 
of errors in making change and the fact that payments for mis- 
cellaneous purchases are sometimes made from the currency in 
ae cee drawer and through oversight not recorded in the cash 

ook. 


Ascertaining the Facts to be Shown on the Financial Statement 


1. The balance of the Cash account in the ledger, as well as 
the cash balance shown by the cash book, is $887.19; the balance 
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shown by the check stub is $829.45. If these amounts are correct, 
the difference between the balance shown by the cash book and 
the balance shown by the check stub should be the cash on hand. 
By actual count, the cash on hand is found to be $74.74. The 
statement received from the bank shows a balance of $998.90 
June 30; on verifying the checks listed on this statement with 
those shown by the check stubs, it is found that Checks Nos. 459 
and 463 for $27.30 and $142.15 respectively are not listed on 
the bank statement. 


2. The customers’ accounts in the ledger show the Se 
balances: B. M. Darby, $22.45; Henry Silverman, $18. 
George H. Bemis, $49.55; E. D. Hertel, $8.23; John oh 
Boos 4° A. 1: Crockett, $72.67; [iO Skillman, $45.00; F. Xx. 
Honing, $67.28; J. K. Plummer, $54.55. The account due from 
F. X. Honing has remained unpaid for eight months. On inves- 
tigation, it is found that Mr. Honing has moved and his present 
address is unknown. Mr. Hall estimates that about 2% of the 
other accounts receivable will prove to be uncollectible. 


3. June 30 Mr. Hall took a physical inventory of the mer- 
chandise in stock, counting a part and estimating the weight and 
quantity of the remainder. From purchase invoices and the 
record of cash purchases in the cash book, he prices the inventory 
at $2,488.52, using as a basis the cost of the last lot of goods of 
each kind purchased. 


4. The fixtures used in the store were purchased from a pre- 
vious owner two years ago at a cost of $355.00. A new glass 
showcase was bought six months ago for $185.00. Depreciation 
on the fixtures is estimated at 10% yearly. 


5. The cost of the store supplies on hand is estimated at 
$21.85, and the cost of miscellaneous supplies such as are used 
by the bookkeeper is $13.60, using the same methods of calcula- 
tion as those employed in obtaining the merchandise inventory. 


6. Fire insurance policies in the safe are as follows: on store 
fixtures, $500.00, dated March 1 of this year, premium for five 
years paid i in advance, $20.80; on merchandise, $2,000.00, dated 
September 1 of last year, premium for one year paid in advance, 
$22.28. 


7. Mr. Hall owes the First National Bank of Lockland 
$1,000.00 on his six months’ note, dated June 10. Interest at 6% 
was paid in advance on the date of the note. 


8. Unpaid invoices on file are as follows: Mammoth Whole- 
sale Grocery Co., for merchandise, $546.29; James D. Worth & 
Son, for merchandise, $180.04; Poorman Bros., for repairs, 
$14. D5: Joseph Larkin, for painting front of store, $45. 00. 
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INSTRUCTIONS: 1. On a sheet of ledger paper, open accounts 
with Cash and the nine customers of W. M. Hall, and record therein the 
balances of these accounts June 30. When this has been completed, the 
ledger shows the results obtained by Mr. Hall under his single entry system. 


2. Make journal entries to adjust any differences between the accounts 
in Mr. Hall’s ledger and the actual asset value of the accounts with Cash 
and customers. Post these entries to the ledger. 


8. Prepare a Balance Sheet from the data given in this exercise. 


4. Make a journal entry to record the assets, liabilities, and proprietor- 
ship of Mr. Hall as of July 1, checking any items which are now in the ledger. 
Assume that controlling accounts with accounts receivable and payable are 
to be maintained. Post this entry to the general ledger. 


5. Open accounts with customers in the accounts receivable ledger, 
and accounts with creditors in the accounts payable ledger. Close the 
accounts with customers in the general ledger as the controlling account 
replaces these accounts. 


6. Take a Trial Balance, and prove the subsidiary ledgers with their 
controlling accounts. 


Retain your solution to this exercise for use in Exercise No. 210. 


Exercise No. 210 


After the installation of a double entry set of books July 1, 
the following adjustments of the accounts are required: 


(a) Statements were sent out to customers July 1 for the 
purpose of verifying the balances of their accounts. July 3 R. O. 
Skillman reports that he was not given credit June 21 for a cash 
payment of $15.00 on his account. On investigation, it is dis- 
covered that no entry was made in the cash record for this cash 
receipt. The discrepancy between the cash record and the count 
of cash on hand June 80 is thus partly accounted for. 


(b) July 7 a bill is received from Anderson Bros. for $5.60, 
store supplies purchased June 26. These supplies were included 
in the supplies inventory June 30, but the liability for their pay- 
ment was not included in Accounts Payable. 


(c) August 10, F. X. Honing, whose account was eight 
months past due on July 1, sent a bank draft for $35.00 to apply 
on account. 


INSTRUCTIONS: 1. Record these facts in journal form. 
2. Post these entries to the same ledger used in Exercise No. 209. 


~ CHAPTER LVI 


RELATION OF ACCOUNTING TO BUSINESS 
MANAGEMENT 


Necessity for Information for Efficient Management 


The business executive has under his management resources 
of various kinds. These resources may consist of land, buildings, 
machinery, labor, raw materials, and other kinds of commodities 
and services. It is the function of the business administrator to 
direct and control the use of these resources to the end that they 
be employed most efficiently in the production and sale of the 
commodities or services the business offers for sale. This con- 
trol and direction can not be exercised in the most effective way 
unless it be based upon accurate and comprehensive informa- 
tion. Without such information the executive must guess rather 
than know what he should do. 


The information needed in business administration is of vari- 
ous kinds. It consists in part of technical knowledge, which is 
obtained by formal training or experience, or preferably both. It 
consists in part of a knowledge of human nature and the method 
of dealing effectively with people. It consists to a considerable 
extent of a knowledge of the current social, political and economic 
conditions under which each business must be administered. All 
this information, and much more, is necessary to serve as a basis 
of judgments and decisions. 


In addition to all this information, there must be statistical 
data which will show the results of past decisions, and the probable 
result of present and future ones. The information required is so 
varied in nature and must be obtained under such widely different 
conditions that arbitrary methods for its procurement can not be 
prescribed. Experience has shown, however, that in every business 
some statistical information of a more or less uniform nature is 
required in its administration. It has been found that there are 
fairly uniform methods which can be used in securing this informa- 
tion, and, hence, the science of accounting has been developed. 
In this sense, accounting is merely a somewhat formal way of re- 
cording and presenting statistical data to make it available 
for managerial purposes. Its function is to provide in part the 
information which serves as a basis of business management. 


849 
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Nature of the Information Provided by Accounting 


Accounting provides a method for obtaining information with 
reference to the operations of a business. Business operations 
involve the use of property in the securing of income. The prop- 
erty or assets of a business are provided partly by the proprietors 
of the business and partly by its creditors. The claims of the 
creditors against the assets of the business give rise to its lia- 
bilities. Consequently, the assets of a business can not be con- 
sidered independently of its liabilities. The proprietors of a 
business attempt to use its assets and to control its liabilities so 
as to earn as large an income as possible. But in earning an 
income expenses are incurred. Consequently, the income and 
expenses of a business are so closely related that their joint con- 
sideration is necessary. Finally, the net income may be distrib- 
uted to the owners or added to the proprietorship. If a loss 
occurs, this is deducted from the proprietorship. Both the owners 
and creditors are interested in the changes in proprietorship. 

To provide information with reference to the operations of a 
Pee therefore, accounting must make available in proper 
orm: 


1. Information with reference to assets and liabilities. 
2. Information with reference to income and expenses. 
3. Information with reference to proprietorship. 


Relation of Accounting and Statistics 


It may be well to explain that in the present and remaining 
chapters of this text accounting is used in a broad sense to include 
the various means and methods by which statistical information 
concerning a business is collected and made available for manage- 
rial uses. No attempt is made to make an arbitrary distinction 
between accounting and statistics. Statistics is the technique of 
gathering and presenting in intelligible form information which 
is capable of being expressed numerically. The term is quite 
inclusive, and, strictly speaking, accounting is merely a special use 
of the statistical method. Although we shall be interested pri- 
marily in the information obtained from accounting records, we 
shall frequently discuss data which are obtained by what are 
usually regarded as statistical rather than accounting means. 


Method by Which Accounting and Statistical Data Are Obtained 


It is from accounting and statistical reports that the execu- 
tives of a business obtain a large part of the information which 
serves as the basis for the preparation and execution of their plans. 
But to have available the data which are required in the prepara- 
tion of these reports, it is necessary to have records which serve 
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to collect, classify, and summarize accounting and statistical infor- 
mation. It is assumed that the student is familiar with the 
construction and use of the orthodox accounting records. In the 
following chapters the principal emphasis will be placed on the 
use of reports in business management. Some attention will be 
given to the records necessary for the procurement of the informa- 
tion contained in these reports. In the final chapters, the con- 
struction, organization and operation of statistical and account- 
ing records for control will be discussed. 


Parties Interested in Accounting and Statistical Reports 


It has been previously stated that business management is 
primarily a matter of control, and that accounting should provide 
the information to facilitate such control. But control can be 
exercised only through individuals or groups of individuals, and 
information can be of value only when it serves the needs of those 
engaged in management. In other words, business management 
can be discussed only in terms of business organization. 


Under present methods of business organization, the parties 
who exercise some influence in the administration of the typical 
business are quite numerous. ‘The ultimate control of a business 
organization is vested initsowners. Butin the modern corporate 
enterprise the control of the owners is exercised only indirectly. 
Most of their authority is delegated to a board of directors, which 
in turn delegates a large part of its authority to the executives of 
the corporation. The executives to a considerable degree intrust the 
execution of the policies of the business to subordinates, and these 
subordinates employ assistants who direct the activities of workers. 
Such a form of organization is illustrated graphically in Ilustra- 


tion No. 129. 
fee 
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Illustration No. 129, Corporate Form of Organization 


As indicated by Illustration No. 129, the stockholders, who 
may be quite numerous, select a board of directors, which usually 
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consists of from three to twenty-one members. The board of 
directors often selects a small committee, composed of from three 
to five members, which is termed the executive committee. This 
committee meets frequently and is responsible for deciding upon 
important questions which arise during the period between board 
meetings, which are usually held monthly. The chief executive 
of the business acts under the direct control of the executive 
committee and board of directors. He is responsible for the gen- 
eral administration of the business. In a corporation, this exec- 
utive is usually the president, although in some cases the president 
may be subordinate to the chairman of the board of directors 
when the latter assumes active executive duties. 


In a small business, the president may supervise and direct all 
of the activities of a business. In a business of any considerable 
size, it is impossible for the executive head to direct, much less 
actually perform, the work necessary for its administration. 
Other executives must be employed who will assist in the formu- 
lation and execution of the policies of the business. A number 
of such executives may be employed, and the duties they perform 
will depend to a considerable extent on the nature of the opera- 
tions of the business, and the activities of business firms vary to 
a considerable degree. There are some activities, however, which 
are common to all businesses. In every mercantile and indus- 
trial business, sales must be made; the goods or services sold must 
be produced or purchased; the funds necessary to finance these 
operations must be procured; and finally, the accounting and 
statistical information necessary to exercise control of all these 
operations must be obtained. 


Since it is necessary that these groups of activities be properly 
performed, executives should be appointed who are proficient in 
specific functions and responsibility placed on them for the proper 
performance of these functions. In pursuance of this policy, the 
president or general manager may have subordinate to him and 
reporting to him: 


1. A Sales Manager, who is in charge of the marketing of the 
products or services upon whose sale the business depends for its 
chief revenue. The sales manager may also have subordinates, 
as, for example, one in charge of foreign sales and one in charge 
of domestic sales; and subordinate to, or coordinate with, him, 
there may be an advertising manager and his staff. 


_ 2. In a manufacturing business, a Production Manager, who 
is responsible for supplying the product or service necessary to 
meet the demands of the customers. The purchasing of the 
materials used in production would be in charge of a general pur- 
chasing agent who might or might not be subordinate to the pro- 
duction manager, but who, in any case, must cooperate with him. 
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3. In a trading business, a Merchandise Manager, who super- 
vises the purchases of the goods to be sold. In a large business 
he would be assisted by various subordinates, including depart- 
mental buyers who are specialists in certain types of merchandise 
purchasing. In some mercantile establishments, the merchandise 
manager supervises both the purchasing and the selling of the 
firm’s merchandise. 


4. A Financial Manager, who is responsible for the formula- 
tion and execution of the financial policies of the business. Usu- 
ally, he is not given final authority on major questions of financial 
policy. These are dealt with by the president and the board of 
directors. The function of this financial manager, who is usually 
called the Treasurer, is to provide expert advice on the financial 
policies of the business and to execute these policies after they are 
adopted. Subordinate to the financial manager, there may be a 
credit manager and a collection manager. In any case, there 
must be close cooperation between the financial manager and 
those who guard the credits of the firm. 


5. A Controller, who has supervision of the accounting records 
and the preparation of accounting and statistical reports, and is 
responsible for the interpretation of these reports. In many 
companies there is not a controller, but a chief accountant or 
office manager performs this function. 


Such an organization for a manufacturing business is shown 
graphically in Illustration No. 130. 
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Illustration No. 130, Functional Form of Organization 
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This list of executives who assist the president or general 
manager in the formulation and execution of the policies of the 
business is intended to be suggestive rather than inclusive. The 
ones shown are those who are necessary to supervise and control 
the functions common to the typical business. Ina small business 
the same manager may be responsible for two or more functions, 
but this does not destroy functional responsibility. It means 
only that this manager is acting in a dual capacity. In a large 
business there may be other executives, such as personnel manager, 
traffic manager and chief engineer. 


In such an organization it is very essential, if effective control 
is to be exercised, that there be available information of three 
kinds: 


1. Information which will serve asa basis for the formulation 
of the general policies of the business and for the dele- 
gation by each group of certain duties to the next 
subordinate group. 


2. Information which will enable each group to perform 
properly the duties delegated to it and to coordinate 
its activities with those of all the other groups. 


3. Information which will enable each manager to judge 
as to the efficiency with which the duties delegated 
by him have been performed by his subordinates. 


It can be seen, therefore, that as business organization becomes 
more complex, a demand for accurate information with reference 
to the operations of the business becomes more imperative. 


In addition to those who are directly responsible for the man- 
agement of the business, there are others who desire information 
with reference to it. Prospective creditors, both long-time and 
short-time, desire information which enables them to judge the 
advisability of entering into relations with the business. If they 
become creditors, and especially if they become long-time cred- 
itors, they will desire information which will show them how 
carefully their security is being maintained in the proper condi- 
tion. Governmental agencies desire information for purposes of 
taxation and control. The information which creditors and gov- 
ernment agencies require is not very dissimilar to that required 
by the stockholders of the business, since usually the latter exer- 
cise only a passive control, the actual direction of the business 
being in the hands of the directors and the executives. From the 
point of view of accounting, therefore, the stockholders may be 
classified with creditors and governmental agencies. 


__ Inview of this discussion, it should be apparent that if account- 
ing is to serve as an aid in administration, it must provide the 
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executive head of a business with information which will enable 
him to exercise proper control over relations of two kinds: 


1. Relations with those who are external to the business, 
such as stockholders, creditors and governmental 
agencies. 

2. Relations with those who are responsible for the internal 
management of the business, that is, the major and 
junior executives of the business. 


The various relations over which accounting provides a means 
of control is shown in diagram form in Illustration No. 131. 


EXTERNAL INTERNAL 
MANAGER of?: 
1, STOCKHOLDERS 1. SALES 
EXECUTIVE 2. PURCHASES 
2. BONDHOLDERS —___™ HEAD 3. PRODUCTION 
4. FINANCES 
3. BANKERS BUSINESS 
5. ACCOUNTING and 
4. MERCHANDISE CREDITORS STATISTICS 


5. GOVERNMENTAL AGENCIES 


Illustration No. 181, Diagram Showing Relations Over Which 
Accounting Provides a Means of Control 


It is not intended to imply that there is always a separate indi- 
vidual charged with the supervision of each class of operations 
shown in this chart. From the point of view of administration, 
however, each of these classes of operations constitutes a need for 
accounting data. 


The reports necessary to supply the information needed by 
these various parties may be classified as follows: 


1. Reports showing present financial condition. The Bal- 
ance Sheet in its various forms is used for this purpose. 

2. Reports showing the results of past operations. The 
various forms of expense and income analyses and 
Statement of Profit and Loss serve this purpose. 

3. Reports showing pertinent information which is nec- 
essary for the daily actions of the executives and em- 
ployees. Such reports may consist of a statement 
for the treasurer showing the accounts falling due on 
the current day; of a report to the collection manager 
showing accounts thirty, sixty and ninety days past 
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due; of a report to the sales manager showing the 
slow-moving items of stock; and various other reports 
of a similar nature. 
4. Reports showing anticipated results of future opera- 
tions. Such reports include estimates of sales, esti- 
mates of purchases, estimates of production, and 
estimates of net profit to be obtained as a result of 
operations for a certain period of time. Such esti- 
mates serve as a basis of future plans. 


In the following chapters, typical examples of these various 
kinds of reports will be discussed and illustrated. 


Need for Estimates 


The Balance Sheet shows the financial condition of a business 
as of a certain date. The Statement of Profit and Loss shows the 
results of the operations of a business for a certain period of time. 
This information is of primary value to the executive head of the 
business and those external to the administration of the business 
with whom he has business relations. Estimates show the antic- 
ipated result of future operations and are of primary value to 
the executive head of the business and those who are responsible 
for its internal administration. 


It has long been regarded the function of the accountant to 
prepare Balance Sheets and Statements of Profit and Loss which 
reflect the result of past operations. Many, however, will oppose 
the idea that it is the function of the accountant to deal with 
estimates of the result of future operations. Butif the accountant 
is to be of most service in business administration, he must deal 
with future operations, for it is only future operations that are 
subject to control. To control future operations involves the 
making of plans, and plans necessitate estimates of future results. 
Such estimates are dependable only when they are based on a 
proper analysis of past operations, and the accountant should 
be the one best qualified to provide such an analysis. 


No doubt in the near future, both business men and account- 
ants will realize that all accounting reports are but estimates, and 
though estimates of past results such as the Balance Sheet and 
the Statement of Profit and Loss may be more accurate, esti- 
mates of future results may be equally useful. It is not intended 
to imply that estimates of future results, such as estimates of 
sales, purchases and production, should be entered in the accounts. 
The information shown in the accounts, however, should serve 
as a basis for the preparation of such estimates, and it should 
serve as a means of checking the accuracy of the estimates, since 
the actual results, as shown by the accounts at the end of the 
period, can be compared with the estimated results. 
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QUESTIONS FOR CLASS DISCUSSION 


ees [em 

The Brown Stee! Company has its general offices in New 

York. It has ten branches operating in ten different states. 

What is necessary to enable the general manager at New York 
to exercise control over the operations of the branches? 


eo aa, 

In what way has the development of large business organiza- 

tions affected the problem of business management? Illustrate 

how this change in business management has affected the devel- 
opment and use of accounting. 


a 
What will be the probable tendency with reference to the 


need for and use of accounting in the future? Give illustrations 
to support your answer. 


oe Asis 
Large companies sell stocks and bonds in many markets and 


to many people. How do these purchasers determine the financial 
reliability of the firm issuing such stocks and bonds? 


So ome 

Explain and illustrate how the government may be interested 

in the affairs of the individual business. In what way does the 
government obtain the information it desires from such businesses? 


ee Ge 

Mr. King is president and general manager of the King Auto- 
mobile Company, which manufactures and sells automobiles. The 
company has two factories and fifty sales offices. Mr. King de- 
sires to know daily the following: 

a. Machines produced at each factory. 

b. Total machines sold by all branches. 

ec. Bank balance at each bank with which the company has 

deposited funds. 
d. Amount borrowed from each bank. 


Explain how this information will be obtained for Mr. King. 


ae ym 
Explain why each of these items of information is desired by 
Mr. King. 
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ore 


Assume you are an assistant to Mr. King and are responsible 
for the presentation of this information to him each day. Explain 
how you would present it to him so that it will be of most service 
to him. 


Le Oa= 


In order to have a basis for planning the sales campaign of 
the next year, Mr. King desires to know the following: 


a. The number of persons engaged in each profession and 
in each line of business in each state in which the com- 
pany has an agency. 


b. The number of persons in each state receiving a yearly 
income of $2,000.00 or above. 


ce. The number of cars of the King Automobile Company 
which are sold in each state. 


Explain how this information may be obtained for Mr. King. 


eats | (oe 


Explain why each of the items of information called for in 
(9) is desired by Mr. King. Can you think of any other informa- 
tion he might use in planning his sales campaign? If so, explain 
how it will be obtained. 


(fe 


Under what circumstances will information similar to that in 
(9) be of service with reference to states in which the company 
has no sales offices? 


Poe 


The King Automobile Company, after investigating the sales 
possibilities, has decided to open a sales office at Dallas, Texas. 
It has opened an account with the First National Bank of that 
city, and it desires to arrange to borrow funds from the bank 
as it needs them in the financing of its office. What information 
will the bank request from the company before agreeing to extend 
credit to it? How will this information be obtained and in what 
form will it be presented to the bank? 


Be ee 


What other parties than the bank may desire the same infor- 
mation desired by the bank? 
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Ta aes 


Explain the difference between the information called for in 
Questions (6), (9) and (12). To obtain which of these three kinds 
of information has accounting been most used in the past? Why? 


Ag PPh: 


The James Manufacturing Company manufactures machine 
tools. It sells through ten district sales offices. It has three 
factories located at Boston, Philadelphia and Chicago, respec- 
tively. In addition to the sale of the tools which it manufactures, 
it buys and sells tools and equipment produced by other com- 
panies. Mr. A. L. James is president of the company. State 
the officers you think Mr. James needs to assist him in the man- 
agement of the business and state in a general way the duties of 
each of these officers. 


SonliGee 


“As business organization becomes more complex, a demand 
for accurate information with reference to the operations of the 
business becomes more imperative.” Explain and illustrate. 


Saad Ky oe 


The reports needed in business administration include those 
“showing pertinent information which is necessary for the daily 
actions of the executives and employes.” Give illustrations of 
such reports. 


Ase 


“Estimates show the anticipated result of future operations 
and are of primary value to the executive head of the business 
and those who are responsible for its internal administration.” 
Give illustrations of estimates which may be used by the execu- 
tives of a business. 


ee 


“The accountant is a historian and not a prophet.” What 
does this statement mean? 


EO) es 


Can you reconcile the foregoing statement with the following: 
“But if the accountant is to be of most service in business admin- 
istration, he must deal with future operations, for it is only future 
operations that are subject to control.” 
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Exercise No. 211 


The W. F. Baird Corporation operates a wholesale dry goods 
store. It has five merchandise departments. In addition it has 
the following auxiliary departments: 


(a) Receiving 
(b) Shipping 
(c) Accounting 
(d) Finance 


The purchases are made by the heads of the merchandise 
departments. The company owns the property on which it is 
located, but thereis a mortgage outstanding against this property. 
It also owns the trucks which are used in transferring goods 
bought and sold from the warehouse of the company to the 
station, and vice versa. 

It buys and sells only on account. It both grants and receives 
discounts for prompt payment of cash. It sometimes receives 
trade acceptances from customers, but does not issue either trade 
acceptances or notes to merchandise creditors. It borrows funds 
from local banks on its notes. The head of each of the five depart- 
ments receives a percentage of the profits of the department in 
payment for his services. 


INSTRUCTIONS: 1. Prepare a Balance Sheet for the W. F. Baird 
Corporation showing the asset, liability and proprietorship items you think 
the company should show on this statement. In preparing this Balance 
Sheet, omit the amounts and show only the items. The position of the 
amounts on the Balance Sheet may be indicated by dotted lines. « For 
example, the Building account may be shown as follows: 


Building ewe, foe cy akc oy age ee Mee cnPi cee || are 
Reservestor: De preciatio nar. aes | meer | eee | pacers | eee 


2. Prepare a Statement of Profit and Loss containing the items of 
income and expense you think would be of interest to the President and 
General Manager of the company. Mr the preparation of this statement, 
the amounts may be omitted and the same procedure followed which is 
suggested for the Balance Sheet required in (1). 


Exercise No. 212 


Prepare a chart similar in form to Illustration No. 130, show- 
ing the organization of the W. F. Baird Corporation. In the prep- 
aration of this chart, make any assumptions you think are nec- 
essary, but state these assumptions as footnotes to your chart. 


\ 
| 


CHAPTER LVII 
THE STANDARD FORM OF BALANCE SHEET 


The Standard Form of Balance Sheet 


Professional accountants and writers on accounting, as well 
as those interested in credit granting, have given much atten- 
tion to the Balance Sheet as a formal statement of financial condi- 
tion. Many attempts have been made to devise a standard form 
for use by business enterprises generally. The assumption under- 
lying these attempts is that a single form can be devised capable 
of giving all those interested in the financial condition of a business 
the information they desire. 


Professional accountants have had much to do with the 
attempt to develop a standardized form. They have been influ- 
enced, no doubt, by the fact that they are usually called upon at 
the end of the fiscal period to prepare one Balance Sheet, which 
may be used for various purposes. Consequently, they desire 
to develop the form which will best serve the needs of all parties. 
Credit men acting through such organizations as the National 
Association of Credit Men and the American Bankers Associa- 
tion have also exercised considerable influence in the movement 
for a standard form. They wish to request its use by applicants 
for credit and by this means secure more useful information than 
they will obtain if each applicant is left to prepare his Balance 
Sheet as he prefers. 


A uniform or standard form of Balance Sheet has some dis- 
tinct advantages: 


1. It sets up a standard with which business firms can com- 
pare their reports. This will be especially true if credit men and 
others interested in the financial condition of business firms 
insist on the use of the standard form. 


2. It tends to develop a uniform accounting terminology, 
which has been woefully lacking. For example, it tends to develop 
a standard meaning for such terms as “‘fixed assets,” ‘“‘current 
assets,” ‘‘deferred charges,” “reserves,” etc. The development 
of a uniform terminology and a uniform classification and arrange- 
ment of Balance Sheet items makes it possible to read a Balance 
Sheet more easily and accurately. 
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3. It makes possible a comparison of data in connection with 
different firms and for different periods. As a result, a banker 
or a merchandise creditor is not only able to understand from the 
Balance Sheet the financial condition of a customer applying for 
credit, but is also able to compare the present financial condition 
of the customer with his previous financial condition, as shown 
by previous Balance Sheets. He may also compare his condition 
with that of other firms in the same line of business, as shown by 
their Balance Sheets. This would not be possible (or would at 
least be difficult) if different firms used different forms of reports 
and a different terminology, or if the same firm did not use the 
same form and terminology in all its Balance Sheets. 


There are at least two disadvantages in the use of the stand- 
ard form of Balance Sheet: 


1. With uniformity there is always a tendency toward rigid- 
ity and inelasticity. This is almost inevitably the result, for 
when uniformity is once secured, a change is made with difficulty. 
Standards of all kinds should be subject to constant scrutiny, 
and they should be revised as soon as such revision seems desir- 
able and feasible. It is not so difficult to make revisions of the 
standards of any specific business, but when standards are estab- 
lished for the use of business firms in general, such revisions are 
often difficult to secure. 


2. No one form can be devised which will show properly the 
financial condition of all types of business firms under changing 
business conditions. The Balance Sheet is intended to present 
a financial picture of the firm for which it is made. The opera- 
tions of business firms vary widely. This results in a wide diver- 
gence in the nature of their assets, liabilities,gand proprietorship. 
Consequently, it is impossible to have one picture which will pre- 
sent a true likeness of all firms. 


Probably the most that can be done to obtain the maximum 
benefits, and to eliminate the disadvantages which may arise 
from such standardization, is: 


1. To follow in the construction of each Balance Sheet those 
general principles applicable to all Balance Sheets and conse- 
quently capable of standardization. 


2. To develop a standard practice for the arrangement and 
classification of the items which customarily appear on all Bal- 
ance Sheets. 


The first of these problems has been discussed in considerable 
detail in previous chapters. We shall content ourselves here with 
a discussion of the most important questions with reference to 
arrangement and classification of Balance Sheet items. 
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The English Form of Balance Sheet 


In England the Balance Sheet is customarily prepared with 
the liabilities and proprietorship on the left-hand side, and the 
assets on the right-hand side, while in the United States the 
arrangement is just the reverse. There has been much discus- 
sion of the reasons for this difference of practice and the merits 
of the two methods. Probably the present English practice is 
due to the incorporation of the English form in laws passed many 
years ago. The reason for the use of this form in these laws does 
not seem to be clear. 


Report and Account Form 


Two general forms of the Balance Sheet are in use in the 
United States. On the first, which is known as the “report” 
form, the assets are listed and their total extended. Then the 
liabilities are listed immediately below the assets and their total 
extended below the total of the assets. By subtracting the two 
totals, the proprietorship is obtained. On the second, which is 
known as the “account” form, the assets are listed directly oppo- 
site the liabilities and proprietorship. The total of the assets is 
extended on a horizontal line with the total of the liabilities and 
proprietorship. 

The report form is probably more easily understood by one 
untrained in accounting, since it seems logical to him to have a 
statement prepared in arithmetical form. The account form, 
however, is more often used by accountants, and may be regarded 
as the standard type. Its prevalent use is probably due to the 
fact that it is better adapted for showing comparisons than is 
the report form. In the case of corporations or large companies, 
its use probably causes no confusion. For sole proprietorships 
and small firms, the report form is often more useful. 


Priority of Different Classes of Assets and Liabilities 


Another important aspect of the general form of Balance 
Sheets is the order in which the assets and liabilities are listed. 
According to one practice, the fixed assets are shown first on the 
Balance Sheet, followed by the remaining assets in the order of 
their liquidity, the most fixed in each case appearing first. On 
the opposite side, the capital stock is shown first, followed imme- 
diately by the fixed liabilities, and these in turn are followed by 
the remaining liabilities in the order of their permanency, with 
those which are most permanent placed first. Items of proprie- 
torship other than capital stock are placed as the last items on 
the liability side. According to the second method, the current 
assets are placed first on the asset side followed by the remaining 
assets in the order of their liquidity, the most liquid in each case 
appearing first. On the opposite side, the current liabilities are 
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placed first, followed by the remaining liabilities in the order of 
their permanency, the most permanent appearing last. The pro- 
prietorship items are shown in one group after all the liabilities 
are stated. 


The first method is illustrated by the following skeleton 
outline: 


THE KING CORPORATION 
BALANCE SHEET, DECEMBER 31, 19.... 


Assets = Liabilities and EOD NOES? ‘ 
Tangible Fixed Assets.) ...... a CapitaleStocks ae grits | 
Intangible Assets...... ae Res ee si) ARNO IDNs oo a5 donc eke 
Investmentsie. ett sel eae sai! Deferred Credits): cenit scat 
Deferred Charges to Ex- | Current Liabilities..... || ...... 
DENSC pee eee ces he eeomssce lee | Reserves iiuoc0y Stee een (tae 
Current. Assets 5.255 etter | oe | POUCDIUS ys eee aes le eae 
| | \| 
Dota: Got et ose caret pores ee | Rotal x ieigeaclaeae | sereemee 
liivenr wet ll nee. 


The second method is illustrated in like manner by the follow- 
ing skeleton outline: 


THE KING CORPORATION 
BALANCE SHEET, DECEMBER 31, 19.... 


Assets Liabilities and Proprietorship —_ 
CurnrentrAssetsqen cera eerie Current Liabilities..... ict ara | 
Deferred Charges to Ex- | Kunded'Debtnts wiy-als. ieee nee 

DEN SC ce seen Were ca laren pees |. |] DeferredsCredits 5 .s.ielieeeee |: 
ImVvestmMentseoy eescri Note eens leo ||) Cela 5 sob sous hiss cece hee 
Tangible Fixed Assets. ||...... ee Hi REVCSCTV.CS na watee aitu. sie Reve Niger ceca | Ag 
Intangible Assets...... Reedaoicecg ht | Surplisuvints.ys samen (ee irae Nees 

Otal Rae eeact roe Deters | ; | hs Dotalees no eee | Bee ore | 


aan at BS | aa 


It is the opinion of the author that the second method is usually 
the more logical and more useful. The current assets and the 
current liabilities are those most subject to change and are pre- 
sumably the ones in which chief interest should be manifested 
by the periodic inspector of the Balance Sheet. It is also-the cur- 
rent items which are more likely to indicate the need of imme- 
diate action. It is therefore logical to place these first on the 
Balance Sheet as a means of emphasis. Another important advan- 
tage of the second method is that it results in showing all the 
items of proprietorship together, while by the first method capital 
stock is customarily shown as the first item on the liability side 
of the Balance Sheet and the proprietorship reserves and surplus 
are shown as the last items. This procedure seems as inconsis- 
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tent as would the placing of cash on hand as the first item and 
cash in bank as the last item on the asset side of the Balance 
Sheet. Again, proprietorship is not a liability in the sense in 
which that term is generally understood. It is desirable that its 
distinction from the liabilities be indicated by showing it sepa- 
rately. The second facilitates this procedure since it places all 
proprietorship items together. 


Order of Asset and Liability Groups 


_ There is some difference of opinion concerning the proper posi- 
tion of certain asset and liability groups when either of these 
forms of Balance Sheet is used. There is also a difference of opin- 
ion concerning the group in which some items should be placed. 
Those groups and items about which there is the most frequent 
difference of opinion are the following: 


1. Investments 

2. Intangible Assets 

3. Deferred Charges and Credits 
4, Reserves 

5. Contingent liabilities 


Each of these will be discussed briefly. 


Investments 


Many accountants show investments as current assets if they 
consist of stocks or bonds which are readily salable. They do this 
on the theory that since they are readily salable, they can be 
easily converted into cash and therefore are liquid or current 
assets. The author suggests that current assets should include 
only those which will be converted into cash in the regular opera- 
tions of the business. Since there is no assurance that securities 
will be converted, it seems better to show them under a separate 
heading. Again, securities do not arise as a result of the normal 
operations of the business. Therefore, it is better to exclude 
them from current assets, so that comparative figures over a 
number of periods will be more significant.' 


All accountants are agreed that securities which are held for 
the purpose of exercising an essential control of the company 
they represent can not be considered as current assets. It is bet- 
ter, therefore, to have a section entitled “Investments” under 
which will be shown both temporary and permanent investments. 
Each class should be described so as to indicate clearly its nature. 


1Jf items which do not result from the normal trading operations are 
included in current assets, such significant standards as the ratio of current 
assets to sales and the ratio of current assets to current liabilities are mate- 
rially affected. 
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Intangible Assets 


Intangible assets are sometimes shown as a part of the fixed 
assets, but because of their distinctly different (and sometimes 
questionable) nature, it is better to show them as a separate item, 
so that they will be plainly evident to all who inspect the Balance 
Sheet. Sometimes the value of the intangible assets is omitted 
entirely from the Balance Sheet, but attention is called to the 
existence of these assets by a note at the bottom of the list of 
assets. For example, a recent Balance Sheet of a large holding 
company and its subsidiaries contains the following statement 
on the asset side: 


“This Balance Sheet does not take into account the 
capital asset of good-will on the books amounting to 
$57,798,000, nor the patents or trade-marks carried on the 
books at $1.00, but shows the condition of the company 
on the basis of tangible capital assets.” 


On the Balance Sheet recommended by the Federal Reserve 
Board as shown on pages 870 and 871, the intangible assets, so far 
as they are represented by good-will, are shown as a subtraction 
from the surplus. Although both of these plans have much to 
commend them as a method of treating good-will (in most cases 
the principal item of intangible assets), it is doubtful whether they 
can be justified as a means of showing such intangible assets as 
patents and copyrights. These assets may have a very real 
value, and there seems to be no good reason why they should not 
be shown in the same manner as any other asset. Of course, 
they should not be shown at inflated values. 


Deferred Charges and Credits 


There is some question concerning the position of the deferred 
charges and deferred credits. Many accountants place the de- 
ferred charges as the last item among the assets. It seems more 
logical to place these immediately after the current assets, since 
by the operation of the business they will be consumed in the 
production of a salable commodity or service in the near future. 
Most of the fixed assets are, strictly speaking, deferred charges 
to expense, being gradually charged to expense by the periodic 
depreciation charge. The deferred charges are placed under a 
separate heading because they are expected to be charged off 
more quickly than fixed assets such as machinery and buildings. 
It seems proper, therefore, that they be placed between the cur- 
rent assets and the fixed assets to indicate that they are more 
liquid than the latter. It is assumed that the deferred charges 
to expense will include only items like prepaid insurance and inter- 
est. Deferred charges to profit and loss, such as organization 
expenses, are properly shown after all the assets are stated. 
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Deferred credits to income are sometimes shown immediately 
above the proprietorship items, presumably on the theory that 
they are surplus items held in reserve. Some accountants place 
them immediately after the current liabilities on the theory that 
they represent liabilities of a current nature until a service is 
rendered in satisfaction of them. 


Reserves 


Accountants and business men differ as to the method of 
showing reserves on the Balance Sheet. This difference is prob- , 
ably due in large part to a failure to see clearly the nature of 
reserves, and to distinguish between the different classes of 
reserves. Three kinds of items may be found on the Balance 
Sheet under the title of reserves: 


1. There are reserves for taxes and similar items which are 
not reserves in the proper sense, but instead are accrued liabili- 
ties. They should be shown as such under current liabilities. 


2. There are reserves which represent the estimated decrease 
in the value of assets, such as reserves for depreciation and re- 
serves for bad debts. These should be shown on the asset side of 
the Balance Sheet as deductions from the assets to which they 
pertain. That is, the reserves for depreciation should be deducted 
from the fixed assets on which they are estimated, and the reserve 
for bad debts should be deducted from the accounts receivable. 
These reserves may properly be called ‘‘valuation’’ reserves since 
they are used in determining the value of assets. 


3. There are reserves which represent surplus that has been 
set aside for a certain length of time for a specific purpose, and 
which later will be carried back to Surplus account. Since these 
reserves will be later transferred back to surplus and represent 
surplus which is temporarily restricted as to use, they may be 
considered as a part of the surplus and therefore a part of the 
proprietorship of the business. The reserve of this kind which 
is of most frequent occurrence is the reserve for sinking fund. The 
nature of this reserve can be illustrated by the following case: 

The XY Corporation issues $20,000.00 in bonds, payable in 
twenty years, with a provision that $1,000.00 shall be carried 
to reserve for sinking fund each year. At the time the bonds are 
issued, the following entry will be made:! 


Bonds bayalew ees teen 


COS ASO ae | 20,000 | 
To record the sale of bonds for cash. | 
| 


1For the sake of simplicity the entry for bond discount or cost of selling 
bonds is omitted. 
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At the end of each year the following entry will be made: 


| | 
Surplus he, oA nn eri ie een tee aes | 1,000 | 
| Reserve for Sinking Fund........ | 1,000 


At the end of twenty years, the Bonds Payable and the Re- 
serve for Sinking Fund accounts will show the following balances: 


To record the annual credit to sinking 
fund in accordance with the terms of 
the mortgage. | 


BONDS PAYABLE 


se Se aia (ie ks | ar 4 20,000 


RESERVE FOR SINKING FUND 


“| ibucl creat islet sal a aa EO 
abst | | | | 


When the bonds are paid, the following entry will be made: 


} | | || 


Bonds Payables). ttvangl ta 20,000, 
Cash. oh, tenis SE | 20,000 


ray 
| | To record the payment of bonds. | | } 


Since the bonds are now paid, there is no further use for the 
reserve for sinking fund, and the $20,000.00 shown in the Re- 
serve for Sinking Fund account will be carried to the Surplus 
account by the following entry: 

Es] | ees 

| | Reserve for Sinking Fund............ | 20,000 | } 

| | Surpluswies. oe. hace cere | | |) 20,000 
| 

| 


To record the transfer of the reserve | | 1 
for sinking fund to surplus. | ; || 


Since the reserve for sinking fund eventually goes back into 
surplus, the balance of this account throughout the twenty years 
may be regarded as appropriated surplus, and shown as a part 
of the net worth of the business. 


Other reserves of the same nature as the reserve for sinking 
fund are reserve for extensions and reserve for retirement of 
stock. A reserve for contingencies is customarily placed in this 
group and this practice seems expedient, although part of this 
reserve will not go back to surplus if the contingencies material- 
ize. This group of reserves is termed “proprietorship” reserves 
and is shown on the Balance Sheet as a part of the proprietorship. 
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_ Sometimes reserves of all kinds are shown in one group on the 
lability side of the Balance Sheet under the general heading of 
reserves. In this group are included such items as accrued taxes, 
reserve for depreciation on buildings, and reserve for sinking 
fund. This procedure is clearly erroneous, since it combines © 
under one heading items which are entirely different in nature, 
the only similarity being that in a double-entry set of records they 
are all shown on the credit side of the ledger. There is an increas- 
ing tendency to show the valuation reserves as a subtraction 
from the related assets. 


Contingent Liabilities 


Contingent liabilities are shown on the Balance Sheet in dif- 
ferent ways. The different methods of showing them can be 
illustrated by the most frequent contingent item, discounted 
notes receivable. These may be shown in three ways. The notes 
receivable discounted may be shown as both an asset and a lia- 
bility. The two items serve to cancel each other, but by their 
presence among the assets and liabilities, attention is called to 
the existence of the contingent liability. This method is illus- 
trated by the Balance Sheet shown on pages 870 and 871. A modi- 
fication of this method is to show the contingent lability item 
subtracted from the asset item, on the asset side of the Balance 
Sheet. A second method is to omit all reference to the contingent 
liability in the Balance Sheet proper, but call attention to it by 
means of a footnote to the Balance Sheet. A third method is to 
show the contingent liability by a note on the liability side before 
the total of the liabilities are shown. Of course, the amount of 
the: contingent liabilities is not extended into the total liability 
column. 


Any of these methods is satisfactory, but the last method 
shows the contingent liability in an effective manner, eliminates 
the necessity of adding undesirable footnotes resulting from the 
second method, and prevents the distortion of the totals of the 
assets and liabilities resulting from the first. 


Standard Form of Balance Sheet, Showing Detailed Classification 
of Items 


The Federal Reserve Board has suggested the standard form 
of Balance Sheet shown in Illustration No. 132 for general use by 
all business concerns having occasion to seek credit from banks 
which are members of the Federal Reserve System. This Balance 
Sheet was prepared for the Federal Reserve Board by a com- 
mittee of accountants representing the American Institute of Ac- 
countants. It represents, therefore, the best opinion of the 
profession, and is worth a careful study by the student. 
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ASSETS 
Casu: a} 
la. Cash on es cane tiene HAO EOE Cound Boos ObMmm Soot 
1b. Cash in bank. Be Or i OG TRO OG ROPE O.OO OAC Oe 
Notes anp Accounts RECEIVABLE: 
3. Notes Receivable of customers on hand (not past due).. 
5. Notes Receivable discounted or sold with endorsement or 
guaranty.. pote tee lamer acl hear 
7. Accounts Réceivable, customers (not past due). Bb. beo [Iho ahs 
9. Notes Receivable, customers, past due (cash value $. SEO W lliccrettng | (ites 
11. Accounts Receivable, customers, past due (cash value othe. SOF ihtoee c 
Lxss | 
13. Provisions for bad debts. Pen. aarentret || eeecisocs heats 
15. Provisions for discounts, freights, allowances, ‘ete. Sas leon ole }i)o005 


INVENTORIES: | \| 


17. Raw material on hand. TPR eT eee ak ae 
19. Goods in process. Opera 'ece || 
21. Uncompleted contracts, less s payments 0 ‘on account thereof . veil Seosie|tcresail| 
23. Finished goods on hand.. ; Eh NS «even Sa : 


OrHEeR Quick Assets (describe fully): 


Total quick assets (excluding all investments).............. | 


SECURITIES: 


25. pe readily marketable and salable without i impairing | the | 

usiness. Wir eto inate 
27. Notes given by officers, stockholders or employees. . ecu Pc eal 
29. Accounts due from officers, stockholders or employees. . | 


: | PSC 
a Tames enn geen lit wal eases 
| | }) 


Fixrep ASSETS: | 


31. Land used for plant.. alec a Kia Fed ghO sie ate om Riesberetel Nie ele) call tecestost inert] 
33. Buildings used for plant. . hag is ddacey a (a Faidounaceah chepeantns Gaonat i eee even ions 
35. Machinery. . 

37. Tools and plant ‘equipment... 
39. Patterns and drawings. PE LPM NG ene 
41. Office furniture and fixtures. lise sara belo ere RDO 
43. Other fixed assets, if any (describe fully). . SOG OO UOU DOIOO O 


Less Vee es | 
4D RESERVES LOLMMEDKeECla tion! s.mivetrnvere sceneries Reteteekre Tr torsteter erin cecrerst etm 
Total sized ASSCUS acapt- cate otros oteratarsie erekancloernesraral enero s | | 


| 
| 
DEFERRED CHARGES: || 
| 


47. Prepaid expenses; interest, insurance, TAXES... «csc ce vie elec tetas pluete ll sini 


OTHER ASSETS: 


Total ASsets sisi, scveqanuesus aire tiitetay es etoherogetonateneteeieretoe avert ieke 


Illustration No. 132, Federal Reserve Board Balance Sheet 
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LIABILITIES 


Bits, Norns anp Accounts PAYABLE: | | | 
~ | 


Unsecured bills and notes— 
2. Acceptances made for merchandise or raw material pul Dased 


4. Notes given for merchandise or raw material ay pukebased soe 

6. Notes given to banks for money borrowe : ado 

8. Notes sold through brokers. . Se 

10. Notes given for machinery, additions ‘to plant, ‘ete. . taba 

— 12. Notes due to stockholders, officers or employees. . I Parvatens 
/ > | aaa oe 


\ 


ears Obligations secured by. securities deposited as collateral. 


UNSECURED ACCOUNTS: 


14. Accounts payable for purchases (not yet due).. eicUemencrtiee Nile sxe ce a itste 
16. Accounts payable for purchases (past due)...............0. emaed : A 
18. Accounts payable to stockholders, officers or employees...... ||..../.. | 


Securep LIABILITIES: 
20a. Notes Receivable discounted or sold with endorsement or | II 
guaranty (contra). | . 


20b. Customers’ accounts discounted or ‘assigned (contra). . ie ; || ae 
20c. Obligations secured by liens on inventories. 


22, Accrued liabilities (taxes, wages, CLC Mi ianansiretyiacuersanyotigs: subs ae 
ne ipa ease 


OrHer Current Liapiuities (describe fully): 


Rotall'Current Wiabilitieses cin... sve sretwny calks tataacee ee tsl eccre 


Fixrep LIaBivitigs: 


24, Mortgages on plant (due date .. a Sees OSE Ss oa wMSe Bled [venerana: [eos | 

26. Mortgages on other real estate (due date . FD eee te eae sere brea 

28. Chattel mortgage on machinery or "equipment (d duédate.... All MAvsesee ise | 
30. Bonded debt (due date......). : aecereuieds. Se | Reortake toy oe tlmatenet || cere 


32. Other fixed liabilities (describe fully): 


Net Wort: 


34. If a corporation— 
(a) Preferred stock (less stock in treasury)...... Meat. 5 
(b) Common stock (less stock in HECOEUNY) a rarer ts teed lfimetcoeat [heats 
(c) Surplus and undivided profits. . Bolle ULM a DOS | eoe-Ol) isl 


amp yea SETUPS 
| 


Less: I 
(d) poe value of goodwill Haine eewin eee ece ee Hen ill wee ellcsel| 

(e) Deficit. 5 EDDA ORE blo Doron arene A West toll ote 

36. If an individual or partnership— 
(a) Capital. eee chanical 


(b) Undistributed profits or deficit. . sdovdoo doe ne | dou e6llll ro: 
| 


Total Liabilities and Net Worth.......-.-...0+seeeeee | |i 


Ttnetration No. 132, Federal Reserve Board Balance Sheet 
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Comments on Balance Sheet Proposed by the Federal Reserve 
Board 


This Balance Sheet presents several interesting points: 


1. It shows an analysis of assets and liabilities more detailed 
than is necessary in the usual Balance Sheet. This detail is given 
because this Balance Sheet is prepared from the banker’s or 
credit, point of view. The detailed analysis of receivables and 
payables is useful in making a credit analysis. 


2. The assets and liabilities are arranged in the order of 
liquidity, the most liquid appearing first. This corresponds to 
the preferred procedure stated earlier in this chapter. 


38. The current assets and current liabilities are set off by 
sub-totals so that net working capital can be easily computed. 
The use of sub-totals greatly facilitates the interpretation of 
financial statements. 


4. The deferred charges covering prepaid interest, insurance, 
taxes, etc., are shown following the fixed assets. Although the 
position of these items is not of major importance, it is preferable 
from the author’s point of view that they be shown immediately 
after the current assets. 


5. The proprietorship items are shown in one group and 
totaled in such a manner that the net worth of the business is 
easily ascertained. This is in conformity with the arguments 
presented earlier in this chapter. 


6. The good-will is excluded from the assets and shown as a 
deduction from surplus. The purpose of this is to show as assets 
only those of a tangible nature. This is ultra-conservative if the 
intangible assets represent real values. 
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QUESTIONS FOR CLASS DISCUSSION 
soak Beal 
Explain the advantages derived from the use of a standard 
form of Balance Sheet. Give illustrations of such advantages. 
ay ee 
Explain the possible disadvantages of the general acceptance 
of a standard form of Balance Sheet. 
a Le) 
Explain and illustrate the difference between the report and 
account form of Balance Sheet. 
SH ge 


How do you explain the fact that on some Balance Sheets the 
fixed assets are shown first, while on others the current assets are 
shown first? 

wae y iw 


The liability side of the Balance Sheet of the American Manu- 
facturing Co. appears as follows: 


LIABILITIES 

Capital Stock: 
Preterre das tock. amir matin steer chore eters $100,000.00 
COMMONSUTOC Ke ree e emer ate erro ene 200,000.00 
FSCCOMNMLSP AVA DIG Mera merya ats ater clea eames aetena shoe 75,000.00 
NOE SSE Ava l Steen es asevctc or wemeteetetc ae rornnie ecceener etree ie 85,000.00 
IBOndst#Payia bles aecacterta ssuscis | aor aeeena te 225,000.00 
SUT Dis Arete net weet eA een eer eats a ylareas asa 65,000.00 
Totalelsiabilitiesseres so. ae Mes $750,000.00 


State your objections to this method of showing the liability 
side of the Balance Sheet, and explain how you would change it. 
cae Ges 

Does a difference in form in any way affect the financial con- 
dition of the business as shown by the Balance Sheet? 
eae EN es 


For whose use is the Balance Sheet intended? Explain how 
this consideration affects the form of the Balance Sheet, and the 
amount of detail shown by it. 
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eg 

Explain the nature of the information which may be desired 

by governmental agencies with reference to a business. In what 

way is the Balance Sheet of value in providing this information? 
One 


Explain and illustrate how the following may be classified on 
the Balance Sheet: (a) accounts receivable, (b) notes receivable, 
(c) notes payable. 


ey ae 
What is a contingent liability? Illustrate. 


ee ee 


Explain and illustrate three ways in which notes receivable 
discounted may be shown on the Balance Sheet. Why should 
they be shown on the Balance Sheet at all? | 


ent ee 
The financial condition of the J. C. Jung Paper Co. is shown 
by the following Balance Sheet: 


J.C. JUNG PAPER CO. 


BALANCE SHEET, DECEMBER 31, 19.... 


Assets Liabilities and Proprietorship 
Cashstige Pex eh ce cee 85,000 Accounts Payable .....|| 80,000 
Accounts Ree.... 95,000 Accrued Int. on Bonds. . 1,250 


Bad Debts Res. 4,750|| 90,250 Notes Ree. Disc.. .20,000 
= 5% Mort. Bonds Pay. . .|| 100,000 

Inventories (at cost)... .|/ 100,000 CapitaliStockemn nee 200,000 
Deferred Charges....... 2,000 DUTP lUSHeyer eine ree 140,000 
Plant and Equip .250,000 
Res. for Dep... 50,000)| 200,000 


Goodwill see eure O00 
ARLE oe. 521,250| _|| Total Liab. and Prop... .|| 521,250] 


The normal cash balance of the company is $25,000.00. The 
Treasurer suggests one of the following courses in disposing of 
the cash not needed in the ordinary operations of the business: 


(a) That an extra cash dividend of 25% be declared. 
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(b) That $50,000.00 be used to pay off half the bonds outstand- 
ing, which are subject to call. 

(c) That $50,000.00 be used to purchase a building site adjoining 
the company’s property, to provide for future expansion 
of the plant. 

(d) That $50,000.00 of U. S. Government bonds be purchased. 


(e) That $50,000.00 be used to buy a controlling interest in a 
company which produces one of the raw materials required 
in the manufacture of paper. 


Explain the effect of each of these courses on the Balance 
Sheet. What other disposition of the surplus cash might be made? 


el pees 


The Controller of the J. C. Jung Paper Co. suggests one of the 
following appropriations of surplus: 


(a) That the item goodwill, set up when the company purchased 
a going concern ten years ago, be written off. 


(b) That a reserve of $50,000.00 be set up to provide for the 
retirement of bonds, and an additional $10,000.00 added 
to the reserve each year until the maturity of the bonds. 


(c) That a reserve for contingencies amounting to $50,000.00 be 
set up. 


(d) That a reserve for plant expansion of $50,000.00 be set up. 
(e) That a reserve for pensions of old employes be set up. 


Explain the effect of each of these courses on the Balance Sheet. 


sa Vga 


Of what advantage is a reserve for contingencies? What con- 
tingencies might such a reserve provide for in the case of the J. C. 
Jung Paper Co.? 


The Langdon Automobile Sales Co. obtains the agency for a 
well-known make of automobile, depositing $25,000.00 cash with 
the automobile manufacturer. This deposit is to be retained by 
the manufacturer until the agency is surrendered, at which time 
it will be returned to the Langdon Automobile Sales Co. The 
agency contract runs indefinitely, but provides that it may be ter- 
minated by either party on six months’ notice to the other. How 
will this agency deposit appear on the Balance Sheet of the 
Langdon Automobile Sales Co.? on the Balance Sheet of the 
manufacturer? 
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LABORATORY MATERIAL 
Exercise No. 213 


E. G. Miller, as sole proprietor, is engaged in the retail hard- 
ware business. He buys on account, the usual terms being 1/10, 
n/60. He takes all discounts offered. He sells for both cash and 
account, but offers no discount. He owns the building in which 
he conducts his business, but there is a mortgage equal to one- 
half of its value outstanding against it. 


Miller forms a partnership with H. L. Darner under the firm 
name of Miller & Darner. The partnership engages in the. 
retail hardware and furniture business. Mr. Miller has supervision 
of the hardware department, and Mr. Darner of the furniture 
department. Both sales and purchases are made on account. 
Furniture is sold on the instalment plan and notes taken in pay- 
ment; these notes are discounted at the bank as soon as possible 
after they are received. Additional working capital is obtained by 
means of bank loans. The partners agree that twenty per cent 
of the yearly profits are to be retained in the business, and these 
are not to be distributed to the partners on the books. Itis decided 
to maintain a delivery service for customers. 


Miller and Darner incorporate under the name of The Miller 
Furniture Company. Forty per cent of the capital stock is 
preferred and the remainder common. ‘Ten per cent of the 
preferred stock and twenty per cent of the common stock will 
not be issued at present. The new company decides to manufac- 
ture part of the furniture which it sells and accordingly purchases 
land, building, and equipment for that purpose. It issues bonds 
which are secured by a mortgage on its manufacturing plant. 
The corporation decides to reserve and set aside in a special 
account sufficient of the profits each year to be able to extend 
the plant and equipment to double its present size at the end of 
ten years. 

INSTRUCTIONS: Prepare a Balance Sheet, supplying both items and 
amounts, for each of the following: 

(a) E. G. Miller, sole proprietor. 

(b) Miller & Darner, the partnership. 

(c) The Miller Furniture Company, the corporation. 


In preparing these Balance Sheets, it may be assumed in each case that 
the business has been in operation two years at the time the Balance Sheet 
is prepared. 


Exercise No. 214 


The Trial Balance of E. E. Spanabel, sole proprietor, on 
December 31, 19. ., is shown on page 877. 
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E. E. SPANABEL 
TRIAL BALANCE, DECEMBER 31, 19.... 


Keke SpanabelsiCapitalin...n.ccsn 6 ee 40,000 
Hi. Spanabel Personalir: 405 ¢-04%.4- 2,000 
Banksot Mianhattatiee: an e.t) sa see eers 1,200 
CashroOnmllan dee c.8 aera ack ry ecsie ne meas 180 
Nierchandisenami.. seine son nie x. eta 17,200 
NG Dalisameere: ttre: aie s MARL ee eet, ccWebe e, 175 
BilispReceivable. sci an arenes 12,800 
ST Sway Olen cnaany vere cia pases cite 8,000 
INeaIRM Statenr stows: cee eth Ae ene cee nes 2,700 
TS ania COCK re te are a eee ae voce 3,132 
Generali xpenses- 9.25 As a ester 8,720 
TROT Oh Geter ah ews oiled, we Se thop gin Fad a 2,000 
Accounts Receivables, ahr nena 16,000 
NCCOUMtST RAV al Omar nin eA aes cies 20,000 
Profitvand:Ossemanee ee rap cme eee 6,893 

68,000 68,000 


The inventory of merchandise on December 31, 19.., is 
$30,000.00. 


INSTRUCTIONS: 1. Assuming any information which you find 
necessary, prepare a Balance Sheet for E. E. Spanabel as of December 31, 
Oras State as footnotes any assumptions which you make. 


2. Write a letter to E. E. Spanabel suggesting such changes in his 
accounting methods as you think his Trial Balance shows should be made. 


Exercise No. 215 


The following ledger accounts give the assets and liabilities of 
the Taylor Manufacturing Company, December 31, 19..: 


CC Diy wee Oe aly NAO 0 9 ae eg Ge I ae ee ae RT $ 10,000.00 
UPA WG Le sceR Rov emda Lane ate NCR ae Pe re A nO EI 80,000. 00 
Wee GGOVErmnNemt BONUS.6 4 oooh sc see os dee sae 100,000.00 
[STOTT KGRWA ES) SAen Lops ie teeta dle eat el ataratin ae ee mean ara 120,000.00 
PRCCOMEACSH ry AD Cri te eel re coe avd agent ok a oe 200,000 .00 
INOUCOMEVECEIV Cee ae os eis ste ea ee eae 90,000.00 
Reserve for Sinking Fund......... Bete Sieh eA Aa ere Ags 30,000.00 
Accrued Interest on Bonds Payable.......:....... 2,000.00 
Reserve for Depreciation on Buildings............ 10,000.00 
INC ETUC ACC ee ei oe a aden sid alae vc wigan el 1,000.00 
Inventories: 

DESO ip VANS) ge I oar Cott Ge aan EAR Aer 120,000.00 

(OOS LOGeser eet rs.on ok eM Eee 180,000.00 

Pinisieds GOOdSuEn wens oleh uslleneitas 105,000 .00 
Accrued Interest on Notes Receivable......... Pantset 5,000.00 
WHeXDInCUrINSUPanCe wt Mond ovcaine ets ao age eRe 8,000.00 


(Concluded on next page) 
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Reserve for Federal Taxes................ Deas Pde 
Accounts Receivables te ie ei nee pane eee 
INotes Pavalbleds Orie acne mee os ae che eer ees 
Bonds sPavable son Se or ee 
Mortgage on Building (5-yr. loan due in two yrs.).. 
Machinery and “Houipmenti 3. 52.47. 
Omice HOUIpMent hie... ee 5 den cee te eee 
Notes Owed by Officers of Company.............. 
Notes Receivable Discounted. .200...... 2.286. 1. we 
Reserve: for Lextensions) cane A cums ates 
Prepaid Interest on Notes Payable..............- 
Advances to Salesmnen ia. ee tr ee eee ae 
Investmentint. % 2 Company on. cme an ae 
Investment in Stock of Subsidiaries............... 
Reserve for Depr. on Machinery and Equip........ 
Reserve for Depr. on Furniture and Fixtures...... 
Preferred Stock Authorized and Outstanding....... 
Common Stock Authorized and Outstanding....... 
SUITORS 7060 Oe eg ine eee ee ea 


(Ch. 


42,000. 


INSTRUCTIONS: Prepare a Balance Sheet for the eas Manu- 


facturing Company as of December 31, 


CHAPTER LVIII 


THE STANDARD FORM OF STATEMENT 
OF PROFIT AND LOSS 


Definition and Purpose of Statement of Profit and Loss 


It is customary to prepare for the use of executives and others 
a companion report to the Balance Sheet, stating the income and 
expenses of a business for a certain period of time and the differ- 
ence between the two—the net profit or net loss for the period. 
This report is known by various titles such as the following: 
“Statement of Profit and Loss,’’ ““Summary of Income and Prof- 
it and Loss,” “Profit and Loss Account,” “Statement of Income 
and Expenses,” “‘Statement of Income and Capital Account,” 
“Statement of Revenue and Expenses,” “Statement of Earnings 
and Expenses,” and “‘Statement of Operations.’”’ Most of these 
titles are sufficiently descriptive to serve. In the published 
reports of corporations the title “Income Account”’ is often found. 
Many practitioners use the title “Statement of Income and Prof- 
it and Loss.’ If it is desired to describe the contents of the 
statement, it would seem that “Statement of Income and Ex- 
pense’’ would be the most descriptive. The title in most prev- 
alent use, however, as evidenced by the literature of accounting 
and the reports of smaller companies, is “Statement of Profit 
and Loss,”’ and we will use this title in this discussion. 


The primary purpose of the Statement of Profit and Loss is 
to provide information for the executives concerning income and 
expenses, so that these may be controlled and net income in- 
creased. If executives are to exercise proper control of the income- 
and expense-producing activities of the business, they must have 
a periodic report showing the net result of these interacting 
forces. The Statement of Profit and Loss serves this purpose. 

The Balance Sheet shows the condition of affairs after cer- 
tain changes have been brought about; the Statement of Profit 
and Loss serves to explain the causes of these changes. Each is 
complementary to the other, and, when read together, tell the 
history of the operations of a business for the period concerned. 
It is, of course, necessary that both the Balance Sheet and State- 
ment of Profit and Loss be supported by detailed statements 
analyzing the totals shown on the summary reports. 


879 
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Standard Form of Statement of Profit and Loss 


In the recent movement for the standardization of financial 
reports, there does not seem to have been as near an approach to 
a standardization of the form of the Statement of Profit and Loss 
as there has been to the standardization of the form of the Bal- 
ance Sheet. This results partly from the fact that business firms 
differ more in the nature of their incomes and expenses than they 
do in the nature of their assets and liabilities. Then, too, account- 
ants vary more in their thinking on the nature and treatment of 
the various items of income and expense than they do with regard 
to assets and liabilities. An added reason for the greater lack of 
uniformity is the fact that much less emphasis is laid on the 
Statement of Profit and Loss in reports to stockholders, creditors, 
and others. Since less emphasis has been placed on it as a formal 
report, less attention has been given to its form and content. 
This has also prevented firms from studying the Statements of 
Profit and Loss of other companies to any considerable degree, 
and from profiting from their practices. 


In the annual reports of corporations the Balance Sheet may 
be set forth in full, or, if condensed, supported by numerous 
schedules; whereas, the Statement of Profit and Loss in such a 
report is rarely more than the briefest summary of results. For 
example, a recent annual report of the International Harvester 
Corporation devotes nine pages to a carefully drawn Balance 
Sheet and the accompanying schedules, while the “‘statement of 
income” occupies a scant half-page and starts out with the figure 
of net operating revenue. Some of the annual reports of corpora- 
tions contain no Statement of Profit and Loss at all. 


Although it is hardly safe to say that there is a standard form 
of Statement of Profit and Loss, it is true that the Profit and Loss 
Statements prepared for similar businesses by professional 
accountants have many points of similarity. Accountants usu- 
ally agree on the general form of the statement, but disagree on 
the position of some items of income and expenses, especially the 
latter. The customary form for a manufacturing or mercantile 
firm is made to show the following: 


1. Gross returns from the sale of the commodity or service 
offered for sale by the business. 


2. Sales deductions. These are subtracted from gross sales 
to obtain net sales. 


3. Cost of goods sold. This is subtracted from net sales to 
obtain gross profit on sales. 


4. Operating expenses. These are subtracted from gross 
profit on sales to obtain net operating profit. 
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5. Other income. This is added to net operating profit to 
obtain gross income. Items belonging to this group are sometimes 
termed “‘Other Income” or “Income Credits.” 

6. Deductions from income. These are subtracted from gross 
income to obtain net income. 


There may be in addition to the foregoing a section for profit 
and loss credits and a section for profit and loss charges. When 
the former are added to net income and the latter subtracted, 
the balance represents the net income carried to surplus or the 
net deficit chargeable to surplus. Some accountants do not show 
profit and loss charges and credits on the Statement of Profit 
and Loss, but transfer them direct to the Surplus account, and 
show them on a Surplus Adjustment Statement. 


Gross Returns from Sales 


There is seldom a difference of opinion concerning the proper 
method of showing sales on the Statement of Profit and Loss. 
They are shown as the first item, and usually are shown gross, 
with the deductions from sales shown as a subtraction. The result 
is net sales. Sometimes only net sales are shown, the gross sales 
and deductions being omitted. This method conceals informa- 
tion of value to all inspecting the Statement of Profit and Loss; 
consequently its use is not to be commended. 


Other terms than gross sales may be used on the Statement of 
Profit and Loss of some types of organization. For example, 
gross earnings may appear as the first item on the Statement of 
Profit and Loss of a professional firm, and gross revenues may 
appear as the first item on the Revenue and Expense Statement 
of a governmental organization. 


Deductions from Sales 


There is not unanimity of opinion as to what should be included 
under this head. It is generally agreed that sales returns and 
sales allowances should be included here, since they represent a 
direct deduction from the contract sales price. Some accountants 
treat cash discounts on sales as a deduction from sales, but the 
majority treat them as a deduction from income. 

Some accountants treat “freight out’? as a deduction from 
sales. It is contended that if “freight in” is to be shown as an 
addition to purchases, it is logical to treat “freight out” as a 
deduction from sales. If freight out is paid by the vendor on all 
goods sold, there is some logic to this contention, for the vendor 
will probably add the amount of the freight to what would other- 
wise be the sales price. But if, as is usually the case, the vendor 
pays freight out only on occasional shipments and pays this as a 
concession to new customers or to customers who are secured in 
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the face of stiff competition, it seems clear that this item is a sell- 
ing expense somewhat similar in nature to advertising expense 
and should be so shown on the Statement of Profit and Loss. 


Commissions are sometimes shown as a deduction from sales, 
but it seems better to show them as selling expenses, since they 
represent a cost of securing the sales contract. Excise and reve- 
nue taxes imposed at the time of sale may properly be treated as 
deductions from sales. Usually the vendor adds the amount of 
these to the regular sales price of the article and thus shifts them 
to the buyer. The vendor consequently acts only in the capacity 
of a collecting agency for the government. Customs duties, such 
as those imposed by tariff laws, are a part of the cost of purchases 
and should be added to the invoice price. 


Cost of Goods Sold 


In a mercantile business there is a fair degree of unanimity 
concerning the elements entering into the cost of goods sold. 
Since the beginning inventory, plus purchases, less ending inven- 
tory, equals cost of goods sold, the only probable chance for a 
difference of opinion is with reference to the elements entering 
into cost of goods purchased. It is unanimously agreed that the 
invoice price plus inward freight and cartage are properly included. 
It is also agreed that purchase returns and allowances should be 
deducted from the invoice cost of purchases. 


There is a difference of opinion with reference to the treat- 
ment of cash discounts on purchases. Some contend that they 
are a deduction from purchases, but the majority treat them as 
other income. The method of showing them does not affect the 
final result shown by the Statement of Profit and Loss. The 
preferable method is that which gives the management the 
information which is most usefu! in controlling their amount. 


In a manufacturing business the elements of cost are mate- 
rials, labor, and manufacturing expense. There is little difference 
of opinion concerning the first two items. The same elements 
enter into the cost of materials which enter into the cost of the 
finished product of a mercantile firm. The labor cost includes 
all wages paid to those engaged in the fabrication of the mate- 
rials into the finished product which can be connected directly 
with the product. There are a few questions with reference to 
the components of manufacturing expenses of which the most 
significant are the following: 


_ 1. Is interest on capital used in manufacturing operations an 
item of manufacturing cost? 


2. Should any part of the general administrative expenses 
be allocated to manufacturing cost and shown as part of the 
manufacturing expenses? 
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_ The majority of accountants contend that interest is not an 
item of cost. They treat interest expense as a deduction from 
income, and do not take cognizance of interest on capital owned 
by the business. Whether or not interest should be considered as 
an item of cost depends to a considerable extent upon the purpose 
for which the cost data are to be used. In many cases it does not 
make much difference if it is clearly understood by those who are 
to use the information that interest is or is not included. Without 
entering at this time into a detailed discussion of the matter, it 
is the belief of the author that as a general rule cost of capital 
must be considered before the true cost of operations can be ascer- 
tained and that interest on capital used in carrying on produc- 
tion activities is part of manufacturing cost regardless of the 
source of the capital. For a discussion of the arguments for and 
against the inclusion of interest, the student is referred to stand- 
ard texts on cost accounting. 


The majority of accountants agree that administrative ex- 
penses should not be allocated to production cost, and with this 
opinion the author concurs. As a general principle, each depart- 
ment should be charged only for those expenses over which the 
executives of the department have control. Since the Production 
Department does not have control over administrative expenses, 
it seems better not to burden it with these expenses. 


Expenses 


The principal problem with reference to the presentation of 
information concerning expenses on the Statement of Profit and 
Loss is with reference to the method of classifying these expenses. 
Formerly, the orthodox method of classifying the major expenses 
of a business on the Statement of Profit and Loss was Selling 
Expenses and General Expenses. When this classification is 
used, a number of items of expense, such as sales discount and 
interest cost, are shown as deductions from income. During 
recent years, there has been some tendency by authors of account- 
ing literature to recognize a third group termed Financial Man- 
agement Expense and to place under this heading many of the 
items which were formerly placed under deductions from income. 


The classification which is desired on the Statement of Profit 
and Loss depends to a considerable extent upon the size of the 
business and the form of its organization. We have seen in Chap- 
ter LVI that there is a tendency to classify the activities of a 
business into functional groups such as sales, production, finance, 
personnel, etc. No doubt as this form of business organization 
develops, there will be a tendency to classify expenses so as to 
show the total expenses incurred by each department. 
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Suggested Classification of Expenses 


From the point of view of administrative control, expenses 
should be classified to conform with the organization of the busi- 
ness. In other words, expenses should be grouped according to 
units of responsibility, and the head of each executive unit should 
be held accountable for the expenses incurred in performing the 
activities he directs. A possible grouping of expenses for a busi- 
ness with a functional classification of administrative duties 
would be as follows: 


1. Manufacturing expenses, or those incurred in the opera- 
tion of the factory, and the production of the commodity or 
service which is offered for sale. These expenses would occur, 
of course, only in a manufacturing business. 


2. Buying expenses, or those incurred in purchasing the 
commodity offered for sale, or in purchasing the materials and 
supplies used in production. The cost incurred in buying the 
supplies used by all the various departments is also included 
under this head, but the purchase cost of the supplies is charged 
to the department using the supplies. 


3. Selling expenses, or those incurred in the marketing of the 
product purchased or produced for sale. 


4. Personnel expenses, or those incurred in the procurement 
and maintenance of an efficient working force. 


5. Financial expenses, or those incurred in planning and con- 
trolling the receipt, custody, and disbursement of funds. The 
expenses incurred in the granting of credit and the collection of 
accounts are usually included in this group. 


6. Controller’s expenses, or those incurred in the performance 
of the standards-and-record function. Under this heading is 
included the expense of the accounting, statistical, and office 
manager’s department, the expenses of establishing and enforc- 
ing the procedures, in so far as this is done by the controller’s 
department. 


7. General office expenses, or those incurred in the general 
administration of the business and not chargeable to any of the 
foregoing groups. This group includes the expenses of the general 
manager and his staff. 


8. General or unallocated expenses, or those not incurred as 
a result of the operations of any particular department, but which 
are necessary for the business to exist and operate as an entity. 
Directors’ fees and expenses, capital stock tax, and income taxes 
are illustrations of such expenses. There may also be included in 
this group expenses which might logically be allocated to one of 
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the foregoing groups, but which it is not expedient to so allocate 
because of the cost involved or because of their relative unim- 
portance. 


The foregoing is only suggestive of a grouping of expenses 
suitable to a business having a well-defined functional organi- 
zation. Modifications will have to be made for different busi- 
nesses. If there is no controller or personnel manager, it may be 
necessary to set up a group of expenses termed auxiliary expenses 
and include under this heading the cost of maintaining the ac- 
counting, statistical, office manager’s, and employment depart- 
ments. Other modifications will suggest themselves. It is, of 
course, understood that there will be various items of expense 
shown under each of the major groups given in the foregoing 
classification. The essence of this classification is the method of 
analysis and classification it illustrates, rather than the par- 
ticular groupings it shows. 


Illustration of Standard Form of Statement of Profit and Loss 


Sir Arthur Lowes Dickinson, C. P. A., in Accounting Practice 
and Procedure, offers a standard form of the Statement of Profit 
and Loss with suggested variations for different types of business. 
Because of the standing of Mr. Dickinson in the accounting pro- 
fession in both the United States and England, this form may be 
taken as typical of that employed generally by practicing account- 
ants. It is reproduced below. 


The forms up to the point where net profits are ascertained 
will be as follows: 


MANUFACTURING AND MERCHANDISING: 


Gross earnings from sales........... cei ruts avery ates cecen ieee 
Less—Returns, allowances and discounts........ 


INetiearninasstromisalesen saeiemryes bm 2 aaa Wee sc lpr sctP og 
Deduct—Cost of production of commodity or) atl 
SCSAWIS Oe ace Bee nO RAe se COS OMe nD es rode | | alike: 


CGE OSS SOOM Ge Meet! eet ne cate eile) sel oe so sate) a er BREE Gite 6 
Weduct——- Cost OF Selina = yas et enone lessee esl 


Expenses of management............. Sivan 


INGLE FORO: HRA OLE eoogmuacoboo seo oos ont 


AGENCY AND COMMISSION: _ 


CONMMMISSIONSHCATMEO eyes esha tee oialens, = the slepoten clay eit 
Deduct—Expenses of management.............||.... 
COstiOl CUAananteCeSan ais etantl tere ees ee) 


Net profit*from operations. . 2.0... 2s. de cok dete oh 
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TRA NSPORTATION: 


Earnings from eeorations ee cn a | 
Deduct—Operating expenses.................. ees | cae 


BANKING: 


| 
INteres triacs. so nk osc Sera ae eae 1 St eee Balt 
COMMISSIONS ea Cast een ee Eeeaacd areata (Feawesees ok Vee 
Other sprofits a2 2 Gees ae re ene [Nerecaed ee reaaees 


Earnings from— | 


Deduct—Expenses of operation and management... . | 


INGUIN OO OAM OOS. ohn0e os oookpooun once | Set de 


PROFESSIONAL: 


Grossiearnines frome lecsare, ae See nee eer Ihe tere 
Less—Out-of-pocket expenses included therein... .. | 

Netiearningsiiromlces ate) ar nee ne | lap Leen all eve 
Deduct—Expenses of operation and management | Dep een Nc 


Net profit from eS ee re Pn ate iran Nate inte rc | 1) Pee | Be 


The form for the remainder of the statement will be the same 
in all cases, viz: 


| 
INetiDrofitirommoperationseee ee eer eee | | ns 
Adds Othersincomess eee ee eee ee | Vinod Hiibetheeane 


Surplus for the year. ernie the eee 
Extraordinary profits (detailed). . ROU se Dori apr ee 
Surplus brought forward from preceding year...... 


Deduct—BbDxtraordinary charges............... 


Dotalesurnplussayallab] eeewee ee een ren | 
Dividendstonistockss- = Eterna | | 


Surplusicarmed forwarder ene ne en eee i ee oe 


Illustration of Detailed Statement of Profit and Loss 


The Federal Reserve Board has suggested the standard form 
of the Statement of Profit and Loss shown in Illustration No. 133, 
for general use by all business firms seeking to borrow from banks 
’ which are members of the Federal Reserve System. 
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COMPARATIVE STATEMENT OF PROFIT AND LOSs FOR THREE YEARS, 
HINDIN Gate eee , 19 


Gross Sales. viene eeecer|e leeds. Me ae Ne) 
Less outward freight, ‘allowances, and returns. . Aas cond cael ree eae | Serie: 


INCU GENL iG ote ¢ CHE Ae sad Ohi ache Poin ORCI OEM emer roel ane Sherine | 


ees oe boa the OF Vea tet Fee tah Beatie ted | leecd = OREN ef j eceeMasteul 
Purchases, net. free | 


| 
Besshinventoryiend:of year seen sealant oo cet Atel se eels 


Coste OUsalesinn sects ee ae ymca as Sede) Pe hae Mees 


CHOSE MONT OW GES oon oc uso pedo ccsenooncss il ssosoalle sll A sevasl| 55 ll{ase vos 


Selling expenses Gio to L Somtespond 9 with ttedeer | 
accounts kept). . Tou. 26. Bio alll cacciges deol Se lecaowrns 


otaleseliingrex pense merece en roe eae ie ete eet lees ll ese seer ets Pets: Veal ie 


General expenses emtzeds to gaerreeDOnG with uledgrt 
accounts kept). . - : . 


nhLotalvgeneral:expensee.. see ntece . secs sok aan oe 


Administrative expenses (itemized to oCorreRp ont with ite et 
ledger accounts kept). . Se bic \lisg o-oo] G81 arog a5 ene 


Total administrative expense.................. eae 


MOT AL EXPCDSES « srico\ siete so pian eeu cia vey bs NOLS eae ae eb | “Sei lcen| AAS 


INietaprofitsonisalessaas ony aatite erate cata eer | seco ef ee|| cee eeel es 


Other income: 
Income from investments. ro aspoacstaocns | enemog soll eo sae 
Interest on notes receivable, PS fo tea ee cee Al ba Sete Tena bey een eee 


LOLA OUNCE LMCONMIO neces tte nae ost see Se Mf aoe tulyalna all ke excel yS oe 


GIOSSHNCOMEreieraaccuais scene Cireiesede ater adele te ill 


Deductions from income: | | 
Imteres ton DOMGedrG CD tieesorre ts inher hat irre esecaie illu eescrcsre melt esc eisueverieaay cine 
IMberestzonMoO tes PA VaADle we ce ajar ae iota oi) = oil) oiler cucoll osollfnenaletecn alee 


MotalvGeGuctlons race eaters eae. 


Net income—profit and loss. Re ae ae ie || euctetlacatsol|iestich Il ere cenae kee ill inceraat ll mramncaseaets 
Add special credits to profit and loss. . Komen pra |||Naocsoml ool Gooseul o- | 
Deduct special charges to profit and loss. . pio godee ||po enol coll) wiogeoal| aa! 
| 1 T) at 
Profit aad Noes tor paved: a | 6 allie 
Surplus beginning of period.. inp 5 ice) | eo ara les 4 
| | | 
jyADividends paid.........-. 6.6. eee e eee eee eee x a ‘ps | Hee mile 
Surplusiendins of periods 2... 6s nce oe feeeee el Zea i ar | 


Illustration No. 133, Statement of Profit and Loss of 
The Federal Reserve Board 
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Suggested Form of Statement of Profit and Loss Showing 
Functional Classification of Expenses 


A Statement of Profit and Loss made in accordance with 
suggestions in this chapter but in condensed form is shown below: 


THE BLANK MANUFACTURING COMPANY 


STATEMENT OF INCOME AND EXPENSE FOR THE YEAR ENDED 
_DECEMBER 31, 19.... 


Cross Salesen eee ot ee es ke yy Be ee re eS aS TL Len oeeees Peo 
Deductions from Sales: 
Sales HebUrNS Hen AS oi as Ae reer ee cee px 
Sales Allowances ee ee Pa eae ee EBA | es Soe 


INGE SakES oa) ee ie i ies er ohs ine eee ey | ene 
Cost of Goods Sold (Appropriate details)...........]} =| |JIeseees 


Gross! Preity On pales ne weet ree eee Denese eae 
Operating Expenses: 
Buying: Borpenses 2.3 2 95. ee ne: roe coil / 
Selling Expenses 
Personnel Expenses 
Binaneial fispenses= 8 ee a eee 
Gontroiler’s) Ripenses +2) suo. 6 oe nt: Gece oes 
General @itice xpensess 5 <2 dens ies soe We 
General ix penses (6-62 °F Ja see a eee 


Net Operating Income 
Other Income: 

Interest on Notes Receivable.................. 

Income from Real Bstate..................5.: 

Discount on Purchases 


CrOss TA COME ras thy aatn eo eae 


Deductions from Income: 
interest: on: Notes ‘Payable 2°... <2. Jc au hee le eee 
Loss on Sale of Real Estate................... 
Discount on Sales 


NET INCOME ] pant ee 


Illustration No. 184, Form of Statement of Profit and Loss 
Showing Functional Classification of Expenses 


The author wishes to emphasize that the form of Statement 
of Profit and Loss given in Illustration No. 184, is not that 
ordinarily used by accountants but is offered as a suggestion of a 
possible development of this statement so as to make it of more 
service to business executives. The student, of course, should 
learn the standard form as used by the majority of accountants, 
and in his future accounting work will follow that form which is 
desired by those by whom he is employed. 
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QUESTIONS FOR CLASS DISCUSSION 
eka Aa 


What reasons can you give for the greater need for the stand- 
pe panes of the Balance Sheet than of the Statement of Profit 
and Loss? 


Se 
What are usually the principal items shown on the Statement 
of Profit and Loss submitted to stockholders?” What is your 


opinion with reference to the adequacy of this statement? Would 
you as a stockholder desire more or less information? Why? 


penne aus 
The King Corporation is a manufacturing business. The Jones 
Corporation is a mercantile business. Explain the difference 


between the items which will appear on the Statements of Profit 
and Loss of the two firms. 


eee 


State the items you would expect to find on a Statement of 
Profit and Loss prepared for the following: 

(a) The Hayman Real Estate Agency. This company buys 
and sells real estate on a commission, and rents property on the 
same basis. 

(b) The Central Railroad Company, operating passenger 
and freight trains. 

(ec) The National City Bank. 

(d) Anderson & Bowen, Certified Public Accountants. 


ae 


Under what classification will the item Commissions Earned 
appear on the Statement of Profit and Loss of (a) a commission’ 
merchant, (b) a wholesale grocery company, (c) an employment 
agency, (d) an attorney who collects slow accounts in addition to 
his regular practice. 


pile te 


The Statement of Profit and Loss of the Boston National Bank 
shows ‘‘Interest’’ as an item of operating income. The New York 
Department Store shows it as a deduction from income. Explain. 
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aly fis 


The Statement of Profit. and Loss of the International Mercan- 
tile Marine Company shows this item: “Balance, Being Profit 
for the Year, Before Providing for Depreciation on Steamships.”’ 
What is your opinion of this statement? Where would you show 
depreciation on the Statement of Profit and Loss of this company? 


ag 


On the Statement of Profit and Loss of the X Company, there 
appears under ‘‘Other Income” the following item: ‘‘Merchan- 
dise Discount——_$600.00.”” An analysis shows that the sales dis- 
counts for the year are $2,200.00 and the purchases discounts” 
are $2,800.00. Do you regard the method of the X Company in 
showing these discounts satisfactory? Why? 


pug OF 


The total selling expenses of the Y Corporation for the year 
1927 are $40,000.00. Of these, $32,000.00 are shown in a Miscel- 
laneous Selling Expense account. What would you recommend? 


At the end of the fiscal year, the profits of the Western Steel 
Company are $40,000.00. The Board of Directors declares a 
dividend of $20,000.00. (a) How will the dividend be shown in 
the accounts; on the Statement of Profit and Loss? (b) Under 
what conditions might it be omitted from the Statement of 
Profit and Loss? (c) How will the remaining $20,000.00 of profits 
be shown in the accounts; on the Statement of Profit and Loss? 


The Eastern Manufacturing Company sells a large order of 
machinery to the Long Automobile Company. Several of the 
machines shipped to the Long Automobile Company are unsatis- 
factory, and are returned to the seller at the seller’s expense. 
How will the freight on the returned machines be shown on the 
Statement of Profit and Loss? 


Baers eS 


You are requested to prepare in skeleton form a Statement 
of Profit and Loss to be used by the bookkeeper of a company in 
preparing periodical statements for the company. What would 
you desire to know before drawing up the form of the statement? 
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LABORATORY MATERIAL 
Exercise No. 216 


From the data given in Exercise No. 213, prepare in skeleton 
form a Statement of Profit and Loss for: (a) E. G. Miller, sole pro- 
prietor, (b) Miller & Darner, the partnership, (c) The Miller 
Furniture Company, the corporation. 


Exercise No. 217 


From the data given in Exercise No. 214, (1) prepare a State- 
ment of Profit and Loss for E. E. Spanabel, sole proprietor; (2) 
prepare journal entries to close accounts of E. E. Spanabel. 


Exercise No. 218 


The American Automobile Co. manufactures and sells auto- 
mobiles. In addition, it buys and sells automobile supplies of 
various kinds. Its Trial Balance as of December 31, 19..., 
is shown on page 892. The adjustments which affect the accounts 
on this Trial Balance are as follows: 


Inventories, December 31, 19..: 
Raw Materials, $21,000.00 
Goods in Process, $7,000.00 
Automobiles Finished, $18,000.00 
Auto Supplies, $8,000.00 


Accruals: 
Interest on Bonds, $2,000.00 
Interest on Notes Payable, $40.00 
Interest on Notes Receivable, $75.00 
Taxes (Estimated) $100.00 
Unexpired Insurance $100.00 
Depreciation: 
Buildings, 5% of original value 
Machinery and Tools, 10% on diminishing value 
Office Furniture, 10% of original cost 
Reserve for Doubtful Accounts: 2% of sales 
One-half of Advertising is to be carried to the next period. 
Three-fourths of the expired insurance and taxes are to be 
charged to-Manufacturing and the remaining one-fourth 
to Selling Expenses. 
INSTRUCTIONS: 1. Prepare a Working Sheet. 


2. Prepare a Balance Sheet. 
3. Prepare a Statement of Profit and Loss. 
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AMERICAN AUTOMOBILE CO. 

TRIAL BALANCE, DECEMBER 31,19.... 
AWW alc Ieee ae AURREAMAE EES ot MPU Asura 20,000 
Biull dings wow. te seth ere eo ee 50,000 
Machineryian de loolssee nie 40,000 
Ofice urn iCUne res een ierae anise ne 700 
INotes#Recelvablemwa wuss sen ane eee 10,700 
Notes Receivable Discounted......... {| 6,000 
Accounts Receivable................ 19,000 
Raw Materials Inventory, Jan.1..... 20,000 
Goods in Process Inventory, Jan.1.... 5,000 
Automobiles Inventory, Jan.1....... 8,000 
Automobile Supplies Inv., Jan. 1..... 12,000 
ITSteN atonal allway eee ene eer 8,600 
Petty; Cashier. situ irate a ee ee 140 
Bonds Payable 5% Mortgage......... 40,000 
Reserve for Depreciation of Buildings . 1,200 
Reserve for Depr. of Mach. and Tools. 1,000 
Notes Payable. 2,000 
Accounts Payable. . 24,000 
Capital Stock Authorized and Out- 

Standing yaw ee eee rn eran 100,000 
p10) WTSI Carlene plate Aen a MTS See etn oe hacetyenn ns 6,200 
A reASUTYASlO CKe yea, et ae aca 10,000 
Purchases, Raw Material............ 40,000 
Purchases, Auto Supplies. ........... 30,000 
Freight Inward, Raw Materials...... 2,450 
Freight Inward, Auto Supplies....... 1,340 
Freight and Cartage Outward........ 1,824 
Sales PAMCOMODILCS en iran neers 131,130 

ies ales eAUITORS UD DICSH en een ei ae eens 58,960 
WeProdiicti vera Ongena lerrese yan 82,400 
Non-productive Labor: --s.4-esenene 15,230 
Superintendencetw.a.sre ee ee 8,420 
Heat ahightwnd Rowenta 8,500 
IeShopiSupplies= ene a ae eee eee 2,490 
| Miscellaneous Supplies.............. 1,300 
FP LNSUPAn Celtel a. nce. cae ee eee ene 300 
| Repairs to Machinery and Tools...... 2,146 
ly ARGS es tle 5 ciclo soe aun Ace 400 
INA VELCISIDS Se a pea eee eee eae 3,420 
Sales Ret. and Allow., Automobiles ... 1,200 
Sales Ret. and Allow., Auto Supplies. . 882 
POIScoumtion (Sales ieee ner en eee 8,710 

jDiscountion Rurchasessess eens eOnal 
i) Salesmencs) salaries pas ae rani eee ene 6,570 
| Salesmen’s Traveling Expense........ 2,354 
| Advances to Salesmen............... 450 
eOfticerS al aricatieviei: pte Cee aera 8,630 
| Legal Expense. . eae 540 
Stationery, Printing, and ‘Postage. Biter 1,390 
Interests osttah Ween tse tiee, pees eee 815 
Miscellaneous Selling Expense........ 160 

375,561 375,561 


(Trial Balance for Exercise No. 218.) 


CHAPTER LIX 
DIFFERENT TYPES OF FINANCIAL STATEMENTS 


y? 


Need for Different Types of Statements 


We have previously considered the standard financial state- 
ments used by mercantile and industrial companies. In some 
businesses it is necessary to vary these forms to some extent be- 
cause of (a) the nature of their assets and liabilities, (b) the na- 
ture of their operations which affects the number and nature of 
the income and expenses, and (c) the use to be made of the state- 
ments. It is the purpose of this chapter as well as of the fol- 
lowing one, to discuss and illustrate a few of these variations. 


The Statement of Condition of a Bank 


Banks refer to the statement which shows their assets, lia- 
bilities and proprietorship as a “Statement of Condition” or a 
“Statement of Resources and Liabilities.” The Statement of 
Condition of a bank differs from the Balance Sheet of an industrial 
firm in the following ways: (1) astoaterminology; (2) as to the 
number and nature of the assets and liabilities; (3) as to ratio 
between the different assets and liabilities. The most important 
of these differences are as follows: 


1. The principal indebtedness of a bank is its liability to 
depositors for the funds they have deposited with it. A large 
part of these deposits is subject to withdrawal at the option of 
the depositor. This necessitates that the bank keep a large 
amount of cash on hand at all times. The law usually specifies 
the minimum amount that may be kept. The item of cash on 
the Statement of Condition of a bank will be much larger in 
proportion to the other assets shown thereon than is the same 
item on the Balance Sheet of a typical industrial firm. 


2. A bank secures its principal income from loans to cus- 
tomers. The major part of these loans is made on short-time 
notes. It may loan the money to a customer and receive the 
customer’s note, or it may discount the notes of others which 
the customer presents. These loans are shown on the State- 
ment of Condition as ‘‘Loans and Discounts.’ This term cor- 
responds to ‘‘Notes Receivable’ on the Balance Sheet of the in- 
dustrial firm. In most lines of business few notes are received, 
so the item Notes Receivable on the Balance Sheet is usually 
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small in proportion to the other assets. On the other hand, 
“Loans and Discounts” is the largest asset on the Statement of 
Condition of a bank, and often it is equal to all the other assets. 


3. Banks require notes for all loans made; therefore, the 
item Accounts Receivable appears on the Statement of Condi- 
tion only when there is accrued income, or customers have over- 
drawn their accounts. Banks will not permit overdrafts, except 
for a small amount, in the case of well-known customers. 


4. Banks usually have a considerable amount of their funds 
invested in stocks and bonds. Under our present banking laws, 
national banks are required to purchase a certain amount of 
United States bonds before they can issue currency. Many banks 
purchase the stocks and bonds of industrials. If purchased 
wisely, these provide a good income and are readily salable in 
case the bank needs funds. Money loaned on notes can not be 
recovered until the notes fall due, but funds invested in listed 
securities can be recovered at any time by selling the securities. 
For these reasons, “Investments” is usually a large item on the 
Statement of Condition of a bank. On the other hand, it does not 
appear at all on the Balance Sheet of many industrials, and when 
it does appear, it is usually small in proportion to the total assets. 
Of course this may not be true in the case of a holding company. 


5. The fixed assets of a bank are usually small in proportion 
to its total assets. A bank may own the building in which it is 
located, but its value compared with the value of all the as- 
sets is usually small. 

6. Many banks have no fixed liabilities. Sometimes a bank 
may give a mortgage on its bank building, or, in the case of very 
valuable property, may issue bonds secured by this property. 


7. The surplus of a bank is usually larger in proportion to 
its capital than is the surplus of the-industrial firm. This is due 
to two reasons: (1) Banks are usually required by law to retain 
a certain percentage of their profits each year until the sur- 
plus has reached a certain amount of their capital, usually twen- 
ty-five per cent; (2) the surplus thus built up is not subject to 
distribution as dividends. Most banks increase their surplus 
beyond the legal requirements in order to increase their working 
capital and to provide additional security to depositors. 


8. When a bank transfers profits to its Surplus account, it 
is usually with the intention of leaving these profits in the business 
permanently. Because of the permanent nature of the Surplus 
account, the bank may set up an “Undivided Profits’ account to 
which it transfers the profits from which it expects to declare 
dividends. Few business firms have the item of Undivided Pro- 
fits on their Balance Sheet, although it may appear on the Bal- 
ance Sheet of a partnership. 
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The Standard Form of Bank Statement 


The standard form of bank statement used by nearly all banks 
for purposes of publication, is very well illustrated below. 


Fifty-cighth Annual Statement 


UNION TRUST COMPANY 
CHICAGO 
At the close of business December 31, 1926 


RESOURCES 

Loans and Discounts. P ‘ 3 : - $ 55,982,758.40 
Overdrafts . ; F : ; ‘ s 1,307.60 
Customers’ Liability on Acceptances. j ; : 675,338.21 
Customers’ Liability under Letters of Credit. j 394,064.46 
Earned Interest not Collected , : : : ; 239,238.80 
Building and Leasehold ; , , ; F 1,360,115.75 
Bonds and Stocks, including Federal Reserve Bank Stock 6,118,429.85 
U.S. Government Securities 4,192,957.23 
Cash on Hand and Due from Banks. , ; ; 17,754,053.17 

$ 86,718,263.47 


LIABTIEIT LES 
Capital Stock ; ; : ; : : : : $ 3,000,000.00 
Surplus ‘ ; : : é 3,000,000.00 
Undivided Earnings . ; ‘ : ; , 1,407,846.65 
Reserves for Accruing Interest, ‘Taxes, 

Expense, and Dividends . : ; ; 3 ; 344,789.48 
Reserves for Depreciation and Other Contingencies 3 600,075.60 
Unearned Interest ; 5 ; ; 225,005.56 
Liability on Customers’ Acceptances ; . 707,471.21 
Liability under Letters of Credit . ‘ ‘ 403,441.71 
Liability to Federal Reserve Bank . : : i , None 
Deposits — Commercial ‘ : . $ 54,260,878.35 

Due to Banks. ; .  12,499,764.56 
Savings F ; ‘ ; 10,268,990.35 77,029,633.26 


$ 86,718,263.47 


Illustration No. 135, Statement of Condition of a Bank 
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Illustration of Bank Statement with Explanation of Asset and 
Liability Items 
Banks do not arrange their asset and liabilities in a uniform 
order. A different arrangement from that shown in Illustration 
No. 135 is shown by Illustration No. 186. This Statement of 
Condition is very interesting, since it gives an explanation of the 
asset and liability items which are peculiar to a bank. 


MIDWAY TRUST COMPANY, CHICAGO, ILLINOIS 
STATEMENT OF CONDITION, DECEMBER 31, 19. = 


Assets 
CRSHSONS EUAN 4. yee cee ee a IS eee a ee 1,097,107 |77 
(Gold, other coin and currency) 
GASH TING EAN KS PAINT HX CHUAN GES suena res nee acer || 19,605,077 |82 


(Our balance with the Federal Reserve Bank and 
other banks, and checks deposited by our customers 
in process of collection) | 

MORBIGN PHINGHANGE ccs 2 oyatuc caurecerhooiten areeernre ysis eusketaraners 2,179,891 |38 
(Assured dollar value of our balances abroad, and of 
our holdings of prime foreign bills of exchange after 
payment at maturity) 


U. S. GOVERNMENT BONDS AND NOTHES............... | 3,215,243 |60 
STATHEAND MVLUNIGIPAL VB ONDS+.... ae cei aisoeecniene leet 9o0h92 Tae 
SHORT-TORMils HCURTTTES=uayae, sitesi ns. Sion tee cine ena | 4,026,139 86 


(Our investments in obligations of railroad and 
industrial corporations, payable at a near date and 
readily salable) I ' | 
OTHER BONDSSANDESTOCKGs ac Eyer nn ronan ettior 9,951,667 10 


(Our investments in readily salable securities) 
HOANSSAN DED TELSs EUR CHAS HD sentient iin e taiin tenor | 56,994,348 | 87 


(Loans amply secured, and notes of concerns of 
highest standing and financial rating) 


CHIGAGOPNTORTCAGES 5 ar URE ete aie ee ee eee | 4,490,649 86 
(First mortgages on improved property in Chicago) | 
TU BATi AE SIANT Ripa gw phot knee ne oe ee Oe eee 3,946,372 | 51 


(Banking buildings—lower floors, used for our busi- | 
ness—upper floors, rented to the public) 


CUSTOMERS’ LIABILITY ON ACCEPTANCES AND COMMER- | 
CIAT WERE ERS aOR © RED Tie ge ae nea ae | 11,486,283 | 67 
(Obligation of our customers to reimburse us for (1) 
commercial drafts accepted by us, payable at a future 
date, (2) engagements to pay or come under accept- 
ance on presentation of specified commercial docu- | 
ments here or abroad) I 
ACCRUED INTEREST RECEIVABLE... ........-..--.---+- | 386,138) 30 
(Net interest accrued on loans and investments but | 

not yet payable) | 


PotalcAssetes<# conct twin ani ieee eee eee | 119,279,297|98 


Tlustration No. 186, Statement of Condition of a Trust Company 
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Discussion of Specific Items on Bank Statement 


With reference to a few of the items appearing on the State- 
ment of Condition, shown in Illustration No. 136, a few additionai 
words of explanation may well be given 


1. Cashin Banks and Exchanges. Under the Federal Reserve 
Law, all members of the Federal Reserve System must keep some 


MIDWAY TRUST COMPANY, CHICAGO, ILLINOIS 


STATEMENT OF CONDITION, DECEMBER 31, 19... 


Liabilities | 
DUR MD RPOSITORS IT Myueme cen tee oss eee eee | 91,674,987 |70 
(Funds deposited with us as follows: (a) checking 
accounts; (b) deposits for a fixed time or on thirty- 
one days’ notice; (c) for trust or other purposes) | 
IMIGIRINEAGIN ON) ING, JOSMAGHD. . ooo eebeuosecbeacuas ee +, 115,250 | 
(Existing mortgage on property recently purchased 
by this company for banking premises) 
IRESERVEEROR SpA RH Sie eter geht aan, Miewe aetna eae emer a else 458,650 |27 
(Proportionate amount accrued for taxes, figured as | 
though now due) | 
IB TLES gp AVABT Mery. ee etsusveual mach ensre Yee ra ee Acey ec tyiey «sport 2,000,000 
(Our obligation to pay the Federal Reserve Bank, | 
secured by Liberty Bonds as collateral) ; 
INCCHRTAN CES Phan cog: Seite tens hee eh ete sage wlohe a Sion s 


(Commercial drafts accepted by us against domestic | 
and foreign shipments of merchandise payable at a | 
future date) | | 


COMMERCIAGSILETTERS Obs CRE DITarr mn ewer mieten. 1,277,718 |70 


(Our engagements to pay or come under acceptance 
on presentation of specified commercial documents 
either here or abroad) 


VE DISCOUNT Sree Meee mera ha eee ah tone cota atti Gre “on stories lonan's | 920,393 |71 


(Acceptances sold in the local open market or dis- 
counted abroad, bearing the endorsement of this 


10,158,514 |97 


company) | | 
ANCCRURDSINTERESTMCAVABLE Meriden: sea sniadac cae tee ) 65,498 98 
(Amounts set aside to meet interest due on deposits) | 
PROC AlpeTaOM bese eats ces fck kopsscnciasousiay eases custo 106,671,014 33 
LEAVING CAPITAL, SURPLUS AND UNDIVIDED PROFITS... | 12,608,283 |65 
MotalelbiabiluclessanasCapltalern. serteiyeater cre rr 119,279,297 |98 


Illustration No. 136, Statement of Condition of a Trust Company 
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funds on deposit with the central reserve bank of the district in 
which the member bank is situated. Banks keep funds on deposit 
with banks in other cities in order that they may draw drafts on 
these banks. When checks on other banks are deposited by cus- 
tomers, they are collected through the clearing house of the two 
cities in which the banks are situated. Until they are collected, 
they must be recorded in the records and on the financial state- 
ments. Some banks show such items under the heading of ““Due 
from Other Banks” instead of under the heading employed by the 
Midway Trust Company. 


2. Foreign Exchange. This item is composed of the following: 
a. Funds on deposit in foreign banks. 


b. Bills of exchange owned by the bank which are 
payable in the currency of foreign countries. 


Large banks keep funds on deposit with foreign banks so that 
they can draw foreign bills of exchange or drafts in the same man- 
ner as they keep funds on deposit with domestic banks so that 
they can draw domestic bills of exchange. In arriving at the value 
of these deposits and foreign bills of exchange, it is necessary to 
take into consideration their value in United States currency. 
This value is affected by the prevailing rate of exchange between 
the two countries. Their value in United States money is termed 
their ‘‘dollar’”’ value, since the dollar is the standard of value in 
the United States. 


3. Investments. The investments are carefully classified so 
that their nature is clearly shown. This is a desirable procedure 
and is much to be preferred to the practice of some banks of 
showing a!l such items under the heading of “Investments.” 


4. Loans and Bills Purchased. This item includes loans made 
to customers and notes discounted for customers. It may also 
include short-time notes purchased from note brokers. On the 
statements of many banks, this item is termed “Loans and Dis- 
counts.” 

5. Customers’ Inability on Acceptances and Commercial Let- 
ters of Credit. Merchants often arrange with their bankers for the 
latter to accept drafts drawn by them on the bank in payment of 
merchandise purchased. In some cases the bank issues to the cus- 
tomer a “letter of credit’’ which states that the bank will accept 
drafts drawn by the customer not exceeding a certain amount 
upon the presentation of the proper documents. The documents 
required are usually a bill of lading and the accompanying papers 
which show that goods have been purchased and shipped to the 
customer who draws the draft. By presenting the letter of credit, 
the merchant can establish his authority to draw the draft on the 
bank, and the vendee of the goods is therefore willing to accept 
the draft in payment. 
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When a bank accepts a draft drawn by a customer or issues 
a letter of credit to the customer, it records the liability of the 
customer to the bank as an asset and the liability of the bank on 
the draft or letter of credit as a liability. When the draft falls 
due, it is paid by the bank and charged against the account of 
the depositor. The bank charges the depositor interest on the 
amount of the draft from the time it is accepted by the bank until 
it is paid. It thus makes a profit from the transaction. 


6. Reserve for Taxes. This item shows the estimated amount 
of the taxes accrued to date. It might more appropriately be 
shown as “Accrued Taxes” as this would more clearly indicate 
its nature. 


THE CORN EXCHANGE BANK, NEW YORK 
STATEMENT OF NOVEMBER 15, 19.... 


THE BANK OWES TO DEPOSITORS................ $200,740,182 .19 
(A conservative banker always has this indebted- 
ness in mind, and he arranges his assets so as to 
be able to meet any request for payment) 

FOR THIS PURPOSE WE HAVE: 
ail ENS ON eachother eat cc DR oes a cera RSE ICN TCR eae 38,705,966 .62 
(Gold, bank notes and specie, and with legal 
depositories returnable on demand) 


HenChecksron Other Banks were acteeeiwa sera 25,860,870 .01 
(Payable in one day) 

lies uGovernmnentsecuritics; at nee eases 43,537,226 .90 

IV. Loans to Individuals and Corporations...... 30,306,163 .10 


(Payable when we ask for it, secured by collateral 
of greater value than the loans) 

SVS OTIC Siete be eet ee iris tates Or mre Abie TRE AES cu eau cali 16,582,225 35 
(Of railroads and other corporations, of first 
quality and easily salable) 

Wala SEQ. Seles esemtcs iON a eect nen enema ieee 56,652,893 .74 
(Payable in less than three months on the 
average, largely secured by collateral) 


VII. Bonds and Mortgages on Real Estate........ 979,298.16 

VIII. Twenty-three Banking Houses.............. SpOoOn Olen 
(All located in New York City) 

Total to Meet Indebtedness.............. $216,211,395.50 

ID, APMeb cannes Soma Gi. o conacconcnpecoood Sl Decne 


(Which becomes the property of the stockholders 
after the debts to the depositors are paid, and is 
a guarantee fund upon which we solicit new 
deposits and retain those which have been 
lodged with us for many years) 


Illustration No. 137, Statement of Condition of the Corn Exchange 
Bank, New York 
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7. Acceptances and Commercial Letters of Credit. These items 
offset the asset item of ‘‘Customers’ Liability on Acceptances and 
Commercial Letters of Credit’? which has been explained. 


8. Rediscounts. This item represents the contingent liability 
of the bank on acceptances of other companies which it has pur- 
chased and resold with its endorsement. The bank follows the 
conservative practice of setting up this contingent liability on its 
reports. This item is offset by including the acceptances dis- 
counted as an asset on the asset side of the Statement of Condition. 


A Novel Form of Bank Statement 


A novel form of statement is shown in Illustration No. 187. 
It will be noted that the only liabilities shown on this statement 
are those to depositors. Since the bank must have some liabilities 
to others than its depositors, using that term in its usual sense, it 
must be assumed that it has included these liabilities under the 
heading ““The Bank Owes to Depositors.’”’ It seems that it might 
be well to revise the statement to read: 


THE BANK OWES TO: 


(2) BID EROSTTORSaee heen eee $ 
(5) OMAR Sieee ae esta eee nh ee 


TLORAT i eeepc te tt ee $200,740,182. 19 


The tendency indicated by the statements of the Midway 
Trust Company and the Corn Exchange Bank to make financial 
reports more easily understood is admirable and should be en- 
couraged by business men and accountants. Business firms might 
well follow the example of these banks in making reports to their 
stockholders and creditors. 
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QUESTIONS FOR CLASS DISCUSSION 
Ls 


On the Balance Sheet of an industrial firm all notes received 
from customers are entered as “‘Notes Receivable.”’ Banks receive 
many notes from their customers, but on their Statement of Con- 
dition the term “Notes Receivable’ does not appear. Explain. 


ny Faas 


The ratio of cash to total assets on the Statement of Condition 
of a bank is much larger than the ratio of cash to total assets on 
the Balance Sheet of an industrial firm. Explain. 


wey Le 
What is usually the largest asset of a bank? Why? 


aoe 


In most businesses the accounts receivable are much larger than 
the notes receivable. Is this true in the case of a bank? Why? 


ea Pt 


The item of “Investments” does not appear on the Balance 
Sheet of many industrial firms, and, when it does appear, it is 
usually small in amount. On the other hand, it is usually a large 
item on the Statement of Condition of a bank. Explain. 


Sa es 


Why are the fixed assets of a bank small in proportion to its 
total assets? 
CG ps 
On which would you expect to find the item of fixed liabilities 


the larger, the Balance Sheet of a manufacturing firm or the 
Statement of Condition of a bank? 


ce ie 
On the Statement of Condition of the Bank of the Manhattan 
Company the following items appear: 


UNE O LOL ee ee $12,500,000 . 00 
Undivided Profits............... 3,974,460 .45 


Explain the meaning of these items. 
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OV 
The Statement of Condition of the Midway Trust Company, 
contains the following item: 
Cash in Banks and Exchange .... $19,605,077 .82 
Explain where this cash may be located and why it is kept at 
each place. 
Seat(s 
The same statement contains this item: 
Horeiem Exchange... 13.0 chee aes $2,179,391 .38 
Explain the meaning and purpose of this item. 


es ig = 


Explain fully the meaning of this item: 


Customers’ Liability on Acceptances 
and Commercial Letters of Credit. $11,486,233 . 67 


jos 
On the Statement of Condition of the Midway Trust Com- 
pany there appears the following item: “Reserve for Taxes, 


$458,650.27.” Explain the purpose of this item. How else might 
this item be shown? 


eek fo ea 


Mr. Jones plans to go to South America to purchase goods. 
Mr. Jones is not known personally to the merchants from whom 
he expects to buy. He asks his local bank to explain how he may 
arrange to pay for his purchases without inconvenience to himself 
or those with whom he trades. Explain the method which the 
bank will probably advise him to follow. 


See 
If Mr. Jones accepts the advice of his bank, what effect will 
his action have on the Statement of Condition of the bank? 
eee 


The Merchants Bank has a large amount of its funds invested 
in notes of customers. It needs some additional cash. How may 
it obtain these funds from these notes? How will this action be 
shown in its Statement of Condition? 
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LABORATORY MATERIAL 


Exercise No. 219 


_ The ledger of the State Bank of New York shows the follow- 
ae asset, liability and proprietorship balances on December 31, 


Capital otrock panos eee $ 2,500,000 .00 
Poans-and, Discounts... <5 444.30 55,404,285 .80 
DAN Oat OUSC Hee eet e eae ods ook 725,961.00 
Surplus and Undivided Profits..... 2,615,367.03 
Cash and Exchanges............. 12,928,717 .25 
WuesDepositorsn nace ataeees. ae exe is 80,025,823 .75 


Customers’ Liability Account of 
Acceptances and Letters of Credit 1,124,456.35 
Acceptances and Letters of Credit.. 1,124,456.35 


U.S. and Municipal Securities... .. 6,910,231 . 03 
OOnleTe SCCULILICR ROMa Gime ites lie hk 9,172,045 .70 
INSTRUCTIONS: Prepare a Statement of Condition for the State 


Bank as of December 31, 19..... In preparing this statement follow the 
form shown in Illustration No. 135. 


Exercise No. 220 


The ledger of the United States Trust Company of New York 
shows the following asset, liability and proprietorship balances on 
Panay el, Os 


DED OSES Seale eit ets eka oa $47,452,424 .56 
Accrued Interest Receivable....... 431,623 .60 
Time Loans on Collateral......... 10,092,432 .00 
Interest Accrued on Deposits...... 515,023 .32 
Stock and Bonds Investments. .... 10,489,780 .00 
Demand Loans on Collateral...... 22,062,972 .98 
Unearned Interest on Bills Pur- 

OB MENT E0 Ue ted Poon = A ee UN i 44,453.44 
Reserved for Taxes and Expenses. . 208,000.00 
Cash in Vault and in Banks....... 9,557,686 .65 
ndinideds router. pane es Gas ce 2,717,786. 61 
Real Estate Owned:.............. 1,000,000 .00 
Bilis se urchased mo fone ce een icers es 6,477,369 .58 
rT Fig 8) EVES er ype le SRI coho Some RA ae eae 12,000,000 .00 
Wario SCOR eens ote gic see 2,000,000. 00 
Bonds and Mortgages............ 4,825,873. 12 


INSTRUCTIONS: 1. Prepare a Statement of Condition for the 
United States Trust Company of New York as of January 1, 19..... In 
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preparing this statement follow the form shown in Illustration No. 136. 
The explanation of items will be omitted. 


2. The United States Trust Company formerly has had its reports pre- 
pared in the form shown in Illustration No. 135. Write a brief report 
addressed to the President of the United States Trust Company explaining 
the nature of the change you have made in the form of the statement and 
the reason for this change. In this same report suggest any changes in 
terminology which you think desirable. 


Exercise No. 221 


Construct the statement which you prepared in the foregoing 
exercise to correspond to the form of statement shown in Illus- 
tration No. 1387. 


Exercise No. 222 


The President of the United States Trust Company has not 
been engaged in banking prior to his election to his present posi- 
tion. He is unfamiliar with the banking terminology which you 
have used in the Statement of Condition which you prepared in 
Exercise No. 221. In compliance with his request, write a report 
addressed to him, explaining clearly the meaning of each item 
which appears on the Statement of Condition which you pre- 
viously submitted. 


CHAPTER LX 


DIFFERENT TYPES OF FINANCIAL STATEMENTS 
(Continued) 


Balance Sheet of a Public Utility 


The operations of a public utility are in some respects quite 
different from the operations of the typical industrial company, 
and these differences are reflected to some extent on its Balance 
Sheet. Illustration No. 138 shows the Balance Sheet of an electric 
light and power company. 


The items which are peculiar to such a company will be 
discussed briefly. 


Goodwill and Franchises 


The goodwill and franchises item will usually show the cost of 
obtaining the franchise to operate in the locality where the 
utility is located less any amounts which have been written off 
over the life of the franchise. Many utilities do not write off the 
items of franchise and goodwill and leave them as an asset in the 
Balance Sheet on the theory that even though the franchise will 
later expire, the service which the utility renders to the com- 
munity is a necessity and consequently the franchise will be 
renewed. In many instances the value of the goodwill and 
franchise item is ascertained by appraisals made by utility 
engineers and operators. 


Accounts Receivable 


The accounts receivable of a utility are mainly of two classes— 
those due from consumers of current and those due from pur- 
chasers of electrical equipment. In almost all cases the amount 
shown as due from consumers is not the balance actually due at 
the close of the period but that due up to the date of the last 
reading of meters. If some meters are read each day during the 
month, the accounts receivable may be understated by the 
amount estimated to be due for the period from the reading of 
each of these meters to the end of the month. Some companies 
carry an estimated amount in their Balance Sheet for this item, 
while others take no cognizance of it. 


905 
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THE CITY LIGHT AND POWER COMPANY 
BALANCE SHEET, DECEMBER 31, 1926 


Assets lI 
PROPERTY: 
Gross value . . . « « « Si tet ose Meie y carte 4,184,516) 72 
Less reserve for depreciation ...... 641,888) 33 
Net PLOPert vires cise ct ol ohie Mellen cunente 3,542,628) 39 
GOODWILL AND FRANCHISES. . . .. ++. .s.-e«-e-. 276 ,826| 62 
CURRENT ASSETS: 
Cash <6 <6 oo = 6 6 AO OF oe oO 81,848) 95 
Receivables: 
Notes receivable ...... 4,863.21 
Accounts receivable: 
Consumers 3). <9 «1. + HOON Laces 
Merchandise . . . .« « « « 02,563.57 
POCHOL Ha Wslel sits 5) ol elteusi ea Ol.oo 
MOET ets) center tel oe 6) To 107,099.74 
Less reserve for bad debts . 3,809.24 | 
Netireceivables . << 6.«+ os « 103,290)50 
Inventories: 
Materials and supplies ... 48,818.77 
Electrical merchandise . . . 24,009.52 
TotaY inventories). .\% «0.1 sien. © 
Total current assets ...... 257, 967/74 
DELOSITSWITE ACL LY» atelaiton ono slrelisaesmcursmisiire 
DEFERRED CHARGES: 
Unamortized bond discount and expense .. 
Apportionment accounts. . . . + « « « « « 
Total deferred charges! «<4 «1 «  « 
TODATIOASSH. Oiiewcetvelhetismie: volte: feito) gale ei eres 4,222 ,891/69 


Illustration No. 188, Balance Sheet of a Public Utility 


Almost all power companies are now selling electrical equip- 
ment to their customers. The “‘Merchandise Receivable’ item 
shown in the Balance Sheet represents the amounts due from 
purchasers of such equipment on the closing date. These items 
are generally paid in instalments over a period of from eight to 
twelve months; this accounts for the large amount shown on 
the Balance Sheet. 


Electrical Merchandise 


The Electrical Merchandise account represents the value of 
goods which the utility considers it necessary to have on hand in 
order to furnish customers with what they desire to purchase. 
The items most frequently carried in stock are electric toasters, 
floor lamps, electric irons, and other equipment. 


Deposit with City 


In many cases the franchise granted to a utility requires the 
deposit with the city of amounts which are to be held subject to 
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THE CITY LIGHT AND POWER COMPANY 
BALANCE SHEET, DECEMBER 31, 1926 


Liabilities and Net Worth 
FIRST MORTGAGE 6% GOLD BONDS 


Peedanuarys 1m OS] cu ements wate! ol ele 3,000,000 
CURRENT LIABILITIES: 

Notestpayabilemecmcristeiesiel suers) te fe veh. 20,000 

Accounts payable - trade creditors. ... 46,958 |76 

Consumers sdeposi tai meric ks vel ieee ce cls 6,325 


Line! extension deposits)... .. .. 6 17,156 |82 
Accrued accounts: 


Salaries and wages .. ois! ene. ve ° 3,510 /91 
TOCA BURTOS cutee sie) oenen ol hc? of en tei 4,976 |29 
Federal income taxes ....... 12,919 |33 
Interest on funded debt. .... 605 90,000 
Interest on notes payable. ...... 400 
Total current liabilities ..... 202 227/11 
RESERVES: i 
ENJULLeS ANG sOGAMACEBicuks olve) see) 6) 6) 6) 6,758 |37 
Renewals and replacements .......-. 18,761 |40 
eon ei neous ios Ste Chel Owe Cats Go oP SEN 15 , 000 
Prepayments of electricity bills. .... 2,781 |44 
TOAD FOSOPVOS! sv iclis ols 6) ows. 0) 6) sn 10 43,301 |21 
NET WORTH: 
Preferred capital stock 
(5,Q@00 shares of $100.00 par value) 500,000 
Common capital stock 
(10,000 shares of no par value)... . 419,311 /73 
UL LUSitetemciie lie) oi kaiio te (ou els ley one) ous 58,051 | 64 
Total net worth. . . 2... + + see . 977 ,363| 37 


TOTAL LIABILITIES AND NET WORTH. . .... © se ——— 69 


Illustration No. 188, Balance Sheet of a Public Utility 


forfeit if the utility does not perform the full responsibilities 
placed on it by the franchise. In some cases these deposits are 
required as an indemnity against the failure to repair streets 
that have been torn up or as a fund out of which to pay damages 
to persons injured. 


Consumers’ Deposits 


Very often utilities require consumers to make a deposit as 
security for their monthly bills. These deposits vary in amount 
from perhaps $2.00 to $10.00 and will be forfeited to the company 
if payments for current are not made. This item on the Balance 
Sheet states the liability of the company for such deposits. 


It is maintained by some accountants that this item should 
be classified as a deferred credit rather than as a current liability 
for the reason that these deposits will not be returned to a con- 
sumer so long as current is used, and that if such returns are 
made they are small in proportion to the total deposit of con- 
sumers in the locality and will generally be made up by other 
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deposits from other consumers who occupy the residence or 
building where current is furnished. This contention does not 
seem reasonable, however, for at no time will the company be 
able to treat these amounts as income, so they lack the primary 
essential of a deferred credit. 


An item guite similar to the consumer deposits is the line 
extension deposits which are made by the consumers at the 
request of the utility as a payment for the extension of electric 
lines into outlying districts of a community where the small 
number of users makes it unprofitable for the utility to extend 
its lines if it is necessary for it to pay the total cost of making 
such extensions. ‘The disposition of the individual deposits, 
upon completion of the extension, is generally made either to 
Surplus or to a reserve, but sometimes to the Property account, 
depending upon the instructions of the State Utility Commission. 


Arrangement of Assets and Liabilities 


It will be noted that in the Balance Sheet of this company, 
the fixed assets are shown prior to the current assets and that 
the fixed liabilities are shown prior to the current liabilities. It 
is the opinion of the author that in most companies it is preferable 
to show current assets and current liabilities at the top of the 
asset and liability sides of the Balance Sheet respectively. In the 
ease of a public utility, however, there is some argument for 
following the plan shown in Illustration No. 188. In almost all 
utilities the fixed assets are by far the predominating item on the 
Balance Sheet. While current assets and current liabilities are of 
importance, the relationship between current assets and current 
liabilities is less important than in the ordinary trading or manu- 
facturing company. The inflow of cash into a public utility is 
certain to be quite regular both as to time and amount, and the 
normal operating expenses of the company for which it is liable 
at any time are also quite regular. This condition is promoted 
by the fact that the utility usually enjoys a monopoly in its 
community. There is less need, therefore, for emphasizing the 
current assets and liabilities on the Balance Sheet. On the other 
hand the utility is constantly making large expenditures for 
improvements to its properties and usually funds for the payment 
of these improvements are secured through the issuance of 
additional bonds. As a consequence it is quite important that 
careful attention be given to changes in the fixed assets and 
liabilities. 


The Statement of Affairs 


In the preparation of a Balance Sheet, it is assumed that the 
business for which it is prepared is to continue in operation. 
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Accordingly the assets are stated at their value to a going con- 
cern and the liabilities are listed without reference to the priority 
of their claim on the assets since it is assumed that all liabilities 
will be paid. But the financial condition of a firm may be such 
that it can not continue to operate. It may have insufficient 
property to pay its debts and may be forced to liquidate and 
distribute the proceeds derived from the liquidation to its creditors. 
Before the liquidation takes place, it is customary to prepare a 
statement which indicates to the creditors the probable results of 
poe agen. This statement is usually termed a “Statement 
fe) airs 


The Statement of Affairs differs from the Balance Sheet (1) 
with reference to the method of valuing the assets, and (2) with 
reference to the order in which the liabilities are listed. It shows 
the assets valued at the amount it is expected will be realized 
from their sale. This may be less or more than their value to the 
business as a going concern. 


To illustrate, furniture and fixtures costing $550.00 may 
have.an estimated life of ten years and a scrap value of $50.00. 
If the straight-line method of depreciation is used, $50.00 will be 
charged for depreciation each year. At the end of five years 
$250.00 will have been credited to the Reserve for Depreciation 
account and the asset will have a book value of $300.00. This is 
the value at which it will be placed on the Balance Sheet of the 
firm. If the firm is forced to liquidate, it is very possible that 
the furniture and fixtures can not be sold for more than $200.00. 
Second-hand equipment must usually be sold at a low price. On 
the Statement of Affairs, the furniture and fixtures will be stated 
at $200.00, since this is its value in liquidation. On the other 
hand, the business may have purchased land ten years ago for 
$20,000.00 which now has a sale value of $25,000.00. On the 
Balance Sheet, the land will be shown at its cost of $20,000.00, 
but on the Statement of Affairs it will be shown at its sale value 
of $25,000.00. In the same manner the estimated sale price of 
each asset will be determined and shown on the Statement of 
Affairs. In the case of most assets, this will be less than the 
book value. 


On the Balance Sheet, the liabilities are usually listed in the 
order in which they will be paid. On the Statement of Affairs, 
they are listed in the following order: 

1. Unsecured claims. 

2. Fully secured claims. 

3. Partially secured claims. 
4. Preferred claims. 
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Illustration of the Statement of Affairs 


On September 30, 19.., Colby & Hodge, announce their 
inability to meet their obligations and make an assignment for 
the benefit of their creditors. From their records the following 
financial statement is prepared: 


Assets 
Cash onsHand tay, ee 2c orca ete ia che hee a crete ee $ 4,500.00 
Notes Receivable 3 t:.cnr catitue ose nee ea ere 9,000.00 
AccountsyReceivable.e seen. acter ta eee: 3,000.00 
Merchandise Imventoryarn nee acres 22,000 .00 
Stocks’and@BondsSins etaeyteee ac Geert eee 35,000 .00 
Deficiency... eters stirs aru on eleva mee leee oot ee Mie 7,800.00 — 
Totaly ASSeUS sir. o aidih ss cect Meee eae Re $80,800 .00 
Liabilities 
Accountsse ay ablewae ate eee ie ere ere $32,000 .00 
Notes Payable—Merchandise Creditors.......... 26,000.00 
Notes: Payable—RBanka «aga nah ortico e 22,000 .00 
Taxes and Wages of Employes.) .....-.....05.4 9 -o00007 
MotaleWiabilitiess sera eicteit- ttre ers sees $80,800 .00 


From an examination of the records, it is found that the Profit 
and Loss account has a debit balance of $18,800, which represents 
the losses to date. The amount to the credit of Colby’s Capital 
account is $13,000.00, but his drawing account shows a debit 
balance of $10,500.00. Hodge’s Capital account shows a credit 
of $19,000.00, and his drawing account has a debit balance of 
$10,000.00. From this information, it can be seen that the 
deficiency shown in the financial statement is obtained as follows: 


Trade Losses as per Profit 

and Loss Account....... $18,800 .00 
Colby Capital Account..... $13,000 .00 
Colby Drawing Account.... 10,500.00 $2,500.00 


Hodge Capital Account... . $19,000.00 
Hodge Drawing Account... 10,000.00 $9,000.00 _ 


Total Balance of Capital 
ACCOUNTS eee ete eee ee 11,500 .00 


IDISICONO, wesks oes enapeoe $ 7,300.00 _ 


It is estimated that $1,000.00 of the accounts receivable are 
worthless; that $500.00 of the remainder are doubtful and from 
these it is expected to realize $200.00. From the inventory of 
$22,000.00, it is expected to realize $17,000.00. The stocks and 
bonds are in the hands of creditors pledged to secure the payment 
of notes. Of these, $25,000.00 are in the hands of banks as secu- 
rity for the $22,000.00 of notes due to banks and $10,000.00 are 
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Olt 


in the hands of merchandise creditors as part security for the 
$26,000.00 of notes due them. 


The Statement of Affairs for Colby & Hodge will be as in 


Illustration No. 139. 


COLBY & HODGE 


STATEMENT OF AFFAIRS, SEPTEMBER 30, 19.... 


Assets 


Accounts Receiv.—Good.... | 
Accounts Receiv.—Doubtful. | 
Accounts Receiv.—Bad..... 
Merchandise Inventory...... | 
Stocks and Bonds. . | 


Less: Fully Secured Liab... . | 


Stock and Bonds in Hands of | 
Partly Secured Creditors 
(Seer Contra nga jae eas 


Total 


Deduct Preferred Creditors. . } 


Balance Available for Unse- | 


eured@C@reditors: ee. ae 


Deficiency.2a 1 acter. mirsereneten | 


Liabilities 
ACCOUNTS ye ayablem mmc ce 
Notes Payable—Mdse. Cred. 
Less: 

IBONdSey Arcot ornGe kone 


Security, Stocks and) 


Notes Payable—Banks...... | 
Stocks and Bonds as Security. 


Free Assets (See Contra)... ._ 
Taxes and Wages(See Contra) | 


Total Unsecured Claims. | 


800 


Illustration No. 139, 


| 
St 


25000. 
22000, 


26000 
10000 


22000 
25000. 


3000 


fl 


| Expected | 
to Realize 


| 35200 


| 34400 | 
' 13600 


48000. 


Expected 
to Rank 


32000. 


| eal 
16000 
Tl heey 


| 48000| | 


| | 
| | i 


atement of Affairs 


800) || 


Deficiency 


From this statement it can be seen that, if the assets can be 
sold for the estimated amount, there will be available $34,400.00 
for settlement of the claims of the unsecured creditors which 
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amount to $48,000.00. The unsecured creditors, therefore, will 
realize a little more than seventy-one per cent of their claims. 


The Statement of Affairs at best is only an estimate and there- 
fore should be used with judgment. If properly prepared, it is 
of value in indicating to creditors what they may expect to realize 
from liquidation. A consideration of the Statement of Affairs 
may indicate to creditors that it will be wiser to continue the 
operations of the business than to liquidate it immediately. Under 
such conditions, they will have the business continued under the 
control of a receiver selected by them. As an illustration of a 
condition when it may be desirable to continue the business: the 
insolvent company may be a manufacturer with a large amount 
of partly finished goods on hand. If the company ceases opera- 
tions, it may be necessary to sell this partly manufactured mate- 
rialforscrap. It may be more profitable to continue the operations 
of the business until these partly manufactured goods are com- 
pleted so that they can be sold for finished product instead of 
scrap. There are other conditions which may make the tempo- 
rary continuation of the operations of a business profitable. 


The Deficiency Statement 


The Statement of Affairs may be supplemented by the “‘Defi- 
ciency Statement.’ The Deficiency Statement discloses how the 
deficiency shown by the Statement of Affairs has been caused. 
It is customary to prepare the Deficiency Statement in account 
form, but there is no reason why it may not be prepared in report 
form. The Deficiency Statement for Colby & Hodge in account 
form is as in Illustration No. 140. 


COLBY & HODGE 
; pala ee SEPTEMBER 30, 19. 


| 


Sundry Losses as | | | i | Capital: 


per Profit & | | pea Colbvaaene rrr 13000 
Loss Account | | 18800| | MHodge........ 19000 82000 
Loss on Realiza- | | || eT a 
tion: | | Define) as per 
Accounts Re-|| | Statement of | i 
ceivable.... 1300 | INTO S oh ton 18600 


Merchandise. . 5000, 6300 

Partners’ Draw- 
ings: | | 
Colby Draw. . |10500| | Ly 
Hodge Draw.. 10000] | 20500) | 
| 


|__| [ase00 |_| 


I | ima I, 


Illustration No. 140, Account Form of Deficiency Statement 
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The same information may be shown in report form as in 
Illustration No. 141. 


COLBY & HODGE 
DEFICIENCY STATEMENT, SEPTEMBER 30, 19. 


Vea ON REALIZATION OF “ASSETS AS ‘SHOWN | 
BY APPRAISAL: 


Accountseecenviables wan ane seas nee | -1| 1300) 
IMAC NACI. ie, oc oan ous agouobaobomoens | | 5000) 


SUNDRY LossEs: | 
IPrOnicranGdsOsseAcCCOUN tee reer a orie e | 18300 


| 
7 2 * | 
INetO opi lal. atu ert scot | | | | 11500 


Deficiency as per Statement of Affairs...) | | | _| 18600) _ 


Illustration No. 141, Report Form of Deficiency Statement 


The Statement of Affairs and the Deficiency Statement are 
complements of each other. They are of limited use and are of 
chief interest to the public practitioner who may be engaged in 
a professional capacity in connection with an insolvent business. 
The preparation of these two statements has been called for 
frequently in the Certified Public Accountant examinations given 
by the various states. In these examinations the Deficiency 
Statement is often termed the “‘Deficiency Account.” 


The Statement of Earnings of a Bank 


The ‘‘Statement of Earnings” of a bank corresponds to the 
Statement of Profit and Loss of an industrial firm. The Statement 
of Earnings is shown in skeleton form in Illustration No. 142. 


The items appearing on this statement are self-explanatory. 
The expenses, if desired, may be classified to indicate their nature, 
but this information is usually shown by means of supplementary 
statements and not on the Statement of Earnings. 
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THE NATIONAL BANK OF THE CITY OF NEW YORK 
STATEMENT OF EARNINGS FOR MONTH OF .........- 


ban d fl 
RECEIPTS: | 


| 
| Tnterestiten we PUNE Aeteeee ee eee eee | Veins bet at | oY 
| DISCOUNT AO. eee atl ihelSae eh s 
| Commissions! gee ae | | 
| Exchange (domestic)............. | | 
Horeionelixchange sare sneer 


Motalukeceiptsaa eee nee | ee eae 
Less: Interest Paid on Deposits. . | | sense 


| Gross Lannie S aie rere een Pm eters | 


|) PASTS 8 Soo Ai coetve 3 or tet ar 8 ire aval coieat hake etree rah eens lg : 
INét Harningseeiasecmescts ieee | ree ere 
lkossesiC hargear Olin eee I]: egPhb. eA TS eta es ihe 
Add Recoveries on Old Losses.... . vec age He: 
IDiv1Idenasseald ane eee eae Ae 


| 
| Remainder of Net Earnings | 
| fOr erlOGU as ie epee | 


Illustration No. 142, Statement of Earnings of a Bank 


Statement of Income and Expense of a Professional Association 


The statement in Illustration No. 148 is taken from the 1925 
Year Book of the American Institute of Accountants. 


Statement of Income and Expense for a Professional Firm 


A professional firm receives its income from the services which 
it renders, and its principal expenses are incurred for the main- 
tenance of its office and the payment of its staff. The skeleton 
statement in Illustration No. 144, which was prepared for a firm 
of public accountants, will serve to illustrate the form of a State- 
ment of Income and Expense for a professional firm. 


The earnings of the firm are classified to indicate the sources 
from which income is received. The item “Retainers” is the pro- 
portionate part of the yearly fees received from clients who pay 
the firm a certain amount for their service throughout the year. 
The other classes of earnings are self-explanatory. 

In connection with the expenses, there are two items which 
need to be explained. “Unallocated Road Expense’ represents 
traveling expenses incurred by members of the staff which can 
not be charged to any client. It is customary to charge the 
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AMERICAN INSTITUTE OF ACCOUNTANTS AND 
AFFILIATED ACTIVITIES 


CONSOLIDATED STATEMENT OF INCOME AND EXPENSES FOR THE 
YEAR ENDED AvucusT 381, 1925 


INCOME: 

DUCSeee tree ee Oe eee te ee $43,062 . 
Subscriptions—Journal of Accountancy....... 37,576. 
Subscriptions—bureau of public affairs...... Pr US 
INGV Erich Cann seers cE eat eck oni nity. 12,0389 
Sales: 

The Journal of Accountancy and Bulletin 5,894 

Year-books, examination questions, etc. . ZOOL, 

Bound volumes, indexes, and binding. . 2,508 
Contributions from state boards for examina- 

TLOMMOLECATICNC ACCS ea ae ean ee ncn 6,896 
ESXAMIN AW ONS CCSyrk an terae N oe eee Ak ess 5,795 
Income from investments-.)..4. 2. 4.4560 so. 14,014 
Profit on sales of investments.............. UL, 
interestionubank: balancess.-4.7 ese ee. 284 
Circulatine=library teestee ase eee eae 273 
Miscellaneotstgans ane tere ot re cacti. 495 

Notaltincomesea ey mine e ee exc te eae, 

EXPENSES: 

Salanyeotesectetaryaandueditonman aaa ee $12,000. 
Othericalaries ie pret ein rae ee etek 43,052. 
Insuranceranditaxesanyyeen. ae tar een tchese 3,022 
Heat, light, janitor and elevator service..... 3,086 
Statvionery.and printings .ass os a nee 15,974 
Postage, telegrams, express, etc............. 10,259 
eegallexPenses es yer med le hints sectarian Seca ca = 8,036 
ravielinprexpensesme eMac. Melee ets soiree 1,403 
Examination expenses, etc.. 8,052 
Printing, binding, paper, ete., 5 “The Journal 

OPA CCOUNLOILCY Meee erratic: 21,113 
Bindine-—-cost;0l, Sales wna. . evita eae shee cuca 1,301 
Discountsrallowed) sno ie. cise ee tae « 633 
SecuringisUbscerpulonss..ae eo seioe ae ae 2,866 
SGUdenismd CpAruiImnentw nay ae A arwacr ante ee 720 
Chamberiof Commerce, USA. 53... 5... 225 
Committee on federal legislation............ 193 
Eixecutivelcommitteeias soo aac cee ened. wn 509 
Year-books, examination questions, etc...... 1,909 
Mia gaz eseranme ure hatin sedte axe, pave panies te 146 
Press clippings, supplies, etc.. ee 564 
Depreciation on furniture and fixtures....... 2,474 
Depreciation on realestate. 002.5. 62-..5.... 2,244 
Interest on morteace DOMdSma ssa ae ancia ae 5,629 
Generaltexpensest areca tisheersacecPate eee s's ee ole 2,933 


PROTA EXDENSESBE statis. escent ct cave tsepous obs 


Excess of income over expenses for year 


Illustration No. 148, Statement of Income and 


Professional Association 


$155,245 56 


148,354 29 
$ 6,891.27 


Expense of a 
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traveling expenses incurred in connection with an engagement 
to the client for whom the work is being done, but certain ex- 
penses may be incurred which can not be so charged and these 
must be borne by the firm. ‘“‘Membership Fees’’ represent the 
dues of the firm or of members of the firm for membership in 
professional associations. These fees are charged as an expense 
of the firm on the theory that the firm benefits from such mem- 
bership. 


JONES & BAKER 


STATEMENT OF INCOME AND EXPENSE FOR MONTH OF JANUARY, 19.... 


EARNINGS: 
Retamers,...... RAT sees ee eee Weed ek At 
ANOONUES SEs edge es ¢ NADA AS iti Sacre ease tee aan ea ee 
Installations. = Www ei oe ee | ene ee a 
Teak Wor ket ene ek On ort ce Ar en eee ee - 
Consultation. .WWWeM~t Auge. A. ey) ‘Ul eesetiae oe er el 


EXPENSES: 


palary sot Stall Qacer ese 7 heen neat | nen eee 
1 SA E1 di hele ots treo OR Te ao, nee Med ce (ltl sate hae 


Stationery andesupplleSew sn eer neste | een nem 
Melephonerand! Melegrapheeer ya sn een |e eee 
Unallocatedshioadehixpense sess... tara ae eee 
Membershiptl ees 25 he yc0 sore oe, bell pene eee 
Miscellanéouser ss. we. eo nine hs aan eli eee 


AMON IPG wedge bios sam abo ado oer | Nearness ue 


INeteHarningss seer eerie id coe ee one ee 


Illustration No. 144, Statement of Income and Expense for a 
Professional Firm 
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QUESTIONS FOR CLASS DISCUSSION 
ay ee 


Public utilities protest against the recording of depreciation 
en their books, arguing that current charges for repairs and 
renewals, which counteract the wear and tear resulting from the 
use of the property, make the additional charge for depreciation 
unnecessary. The amount of bonds that can be issued, and 
usually the rates charged the public, are based on the value of 
the property investment; hence the utilities object to reducing 
the book value of their property by the recording of depreciation. 
Do you think depreciation should be recorded on the books of 
public utilities? Why? 


ee 


In a city of any considerable size, gas and electric companies 
render bills to customers for gas and electricity used up to certain 
dates, which vary according to the dates on which the meter 
readings of the various districts were taken. Consequently, gas 
and electricity used from the date of the meter readings to the 
end of the month do not appear as charges to accounts receivable 
or as credits to sales. What effect has this on the Balance Sheet 
of the public utility? on its Statement of Profit and Loss? How 
might this condition be remedied? 


Sab 


Customers of the City Light and Power Co. are required to 
deposit $2.00 at the time the meters are connected, to cover 
possible loss to the company resulting from the non-payment of 
bills.. This is not returnable except in the case of customers who 
have their meters disconnected, and must be paid again when 
the meters are reconnected for use. Would you consider it neces- 
sary to provide a reserve for bad debts of consumers? Explain. 


pn ee 


On the Balance Sheet of the City Light and Power Co., the 
item ‘‘Accounts Receivable—Merchandise” shows the amount 
due from customers who have purchased electrical equipment on 
the deferred payment plan. (a) Do you think it is correctly 
included among the current assets? Explain. (b) Would you 
expect to find the reserve for bad debts for this class of accounts 
high or low? Why? 
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gow) re 


A street-car operated by the City Traction Co. collides with 
an automobile driven by C. A. Streeter, who is injured. A suit 
against the traction company results in a judgment for Streeter 
of $1,500.00, and the case is not appealed. What entries on the 
traction company’s books would record (a) the judgment; (b) 
the payment of the judgment? 


Bag wee 


Considering the Balance Sheet of the City Light and Power 
Co. on pages 906 and 907, what is the approximate ratio of cur- 
rent assets to current liabilities? Compare this ratio with that 
commonly shown by the Balance Sheet of the average merchant 
or manufacturer. 


ge 


Explain and illustrate the difference between a Balance Sheet 
and a Statement of Affairs. 


22g 


Explain how a Statement of Affairs and a Deficiency State- 
ment are prepared. Explain the purpose of each. 


Shoe 


The Balance Sheet of the Hyman Corporation as of Decem- 
ber 31, 1927, shows the following items: 


Furniture and Fixtures............... $ 2,500.00 
Latidis 275.6 ate ie eee ea ee et 10,000.00 


__ Ten days later the company finds that it is unable to meet its 
liabilities and a receiver is appointed. Under his direction a 
Statement of Affairs is prepared which contains these items: 


Furniture‘and Fixtures.25, 220) .5.-05 7) 9$91,500200 
Tanda ot oe a eae ee pana ee 12,000.00 


Explain the reason for the different value placed on each of 
these items on the two statements. 


BAT jee 


The Hyman Corporation owes $10,000.00 of notes to the First 
National Bank. It has pledged $15,000.00 of bonds as collateral 
for these bank loans. How will these facts be shown on the 
Statement of Affairs of the company? 


Ch. 60] QUESTIONS FOR CLASS DISCUSSION 919 


at ly 


The company owes employes $1,000.00. How will this be 
shown on its Statement of Affairs? 


ising ye 


Under what conditions may it be to the advantage of the 
creditors to continue the operation of an insolvent business, at 
least temporarily? 


—13—. 
Explain the principal items which appear on the Statement 
of Earnings of a bank. 


Laon Ae 


Explain and illustrate the principal points of difference be- 
tween the Statement of Earnings of a bank and the Statement 
of Profit and Loss of an industrial firm. 


oe I sips 


Explain and illustrate the principal points of difference be- 
tween the Statement of Income and Expense of a professional 
firm and the Statement of Profit and Loss of an industrial firm. 


eae 


A bank receives interest on money loaned to a customer. It 
pays interest on the deposits of another customer. Explain how 
these two transactions will be shown on the Statement of Earnings 
of the bank and on the Statements of Profit and Loss of the two 
customers. 
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LABORATORY MATERIAL 


Exercise No. 223 


Samuel Lyon, retail merchant, is unable to meet his obliga- 
tions and makes an assignment for the benefit of his creditors on 
June 30, 19... His ledger shows the following balances: 


Merehandise:> 2.2 45 eee ree $ 8,000.00 
Real Estate and Improvements....... ,000.00 
Accounts Receivable. eau. ape 2,800.00 
Hurniture andehixcuresse a eee 560.00 
(oan irom barry SOuen a9 ane 15,000 .00 
BanleOverc ratty soe cee eee 1,200.00 
Notes: Rayabléie. Sea has cee 3,000.00 
ACCOUNTS Pavaple mea. vr tans cea. 4,000.00 


Investigation of his supplementary records shows that he has 
$5,000.00 of merchandise in addition to the $8,000.00’shown on 
his ledger. Of this, title is held to $1,200.00 by the bank as secur- 
ity for overdraft and $8,800.00 is held by Harry Smith as part 
security for his loan. Smith also holds a mortgage for full value 
of the real estate and improvements. Of the accounts receivable, 
$400.00’ are considered bad, and $300.00 are expected to realize 
50% of their face value. The merchandise inventory is expected 
to realize 90%’ of its book value, and furniture and fixtures are 
expected to realize 50% of the value at which they are shown on 
the records. 


INSTRUCTIONS: Prepare a Statement of Affairs for Lyon as of 
June 30, 19...., showing the unsecured creditors the percentage of their 
claims which they may expect to realize. 


Exercise No, 224 


The Holmes Construction Company is unable to meet its 
obligations and is forced into the hands of a receiver. At the 
time the receiver takes charge, the Trial Balance shown on page 
921 is prepared from the company’s books. 


The customers for whom the uncompleted contracts are being 
executed agree to take over the work in process on these con- 
tracts for one-half of its book value and release the company from 
all obligations. They further agree to purchase the materials on 
hand for $2,200.00. $5,000.00 of the securities is pledged to 
secure $11,000.00 due creditors, and $10,000.00 is pledged to 
secure $9,000.00 due creditors. The company owes for taxes on 
real estate, $150.00, and for salaries and wages of employes, 
$1,400.00. Neither of these amounts appear on the books. The 
company has discounted notes of customers at a local bank for 
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THE HOLMES CONSTRUCTION CO. 


TRIAL BALANCE, JUNE 21, 192.. 


Cashier e ameter te ccs 600 
Buildings eee eee 8,900 
Wate k Sore create hat 6,000 
Mortgage on Land and 

Bul dine eens a ee sere 7,000 
Plant and Equipment..... || 20,000 
Wreditorsie ere ey. fe 60,400 
Completed Contracts Ac- 

count (Losses) . 18,000 
Uncompleted Contracts Ac- 


count (Inventory of 


Work in Process)....... 30,000 
Securities ters tert soe 15,000 
Accounts Receivable...... 5,000 
General Expenses. pe 6,500 
Inventory of Materials. . 2,500 
Protitrandsliossn eae ee 9,900 
Capital enone eee 50,000) 


117,400 117,400 


Ul 


| 


the amount of $2,000.00; $500.00 of these have been dishonored 
and the hank has informed the company that it will be held 
liable. It is estimated that the amount realized on land and 
buildings will be sufficient to satisfy the mortgage only, and that 
plant and equipment will realize 60% of its book value. $2,000.00 
of the accounts receivable are estimated to be uncollectible. 


INSTRUCTIONS: Prepare a Statement of Affairs and a relative 
Deficiency Statement for the Holmes Construction Company. 


Exercise No. 225 


Brown and Smith of London, England, who have been in 
business separately, decide to enter into partnership on June 30, 
19... The Balance Sheets of Brown and Smith on that date are 
as follows: 


BROWN 
Accounts Payable..... 2,000 [NOUAOM ADDR, oo wars ome sok 750 
CapitaleAccounte.-e.- 6,000 Accounts Receivable... . 3,500 
Merchandise........... 3,550 
(Cas here tinned. teers) 200 
8,000 8,000 
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SMITH 
Accounts Payable..... 2,500 Furniture. ee | 600 
Capital Account....... 4,000 Accounts Receivable. .-+ || 2,500) 
Merchandise........... || 3,000) 
Cashitan- >. am eeede ee | 400) 
| 6,500 1 6,500| 


The partnership agreement contains the following provisions: 


1. The partnership is to take over the accounts 
receivable of Brown at $3800.00 less, and the ac- 
counts receivable of Smith at $200.00 less than their 
face value. The accounts receivable are to be en- 
tered on the books at the value at which they appear 
on the Balance Sheets of Brown and Smith. The 
deductions of $300.00 and $200.00 are to be charged 
to the respective partners’ accounts and credited 
to a Reserve for Bad Debts. 


2. Only $300.00 of the furniture of Brown is to 
be acquired by the partnership. 


_ 8. Smith is to invest sufficient cash to make his 
investment equal the investment of Brown. 


INSTRUCTIONS: 1. Draft the journal entries necessary: 


a. To show on the records of Brown the transfer of his business to 
the partnership. 

b. To show on the books of Smith the transfer of his business to the 
partnership. 

c. To show on the records of the partnership the acquisition of the 
business of Brown and the business of Smith 

2. Prepare a Balance Sheet of the partnership showing its financial 

condition at the time of organization. 


Exercise No. 226 


Prepare in skeleton form a Statement of Earnings for a bank 
and write a brief report explaining wherein this statement differs 
from the Statement of Profit and Loss for an industrial firm. 


P Vy 
iy 


CHAPTER LXI 
ACCOUNTING FOR SALES 


Need for Accurate Record of Sales 


Sales are made on various terms, and the title to the goods 
sold passes from the vendor to the purchaser according to the 
terms of sale. It is necessary that careful attention be given to 
the recording of each type of sale if its effect on the financial 
condition of the seller be clearly shown. It is the purpose of 
this chapter to discuss the method of recording the different 
kinds of sales which may arise in the typical mercantile or manu- 
facturing company. 


- Different Kinds of Sales 


From the point of view of this discussion, sales may be classi- 
fied as follows: 


(1) Cash sales 

(2) Sales on account 

(3) C.O.D. sales 

(4) Instalment sales 

(5) Sales on approval 

(6) Sales for future delivery 
(7) Branch sales 

(8) Consignment sales 


There may be some question whether (7) and (8) should be 
treated in a discussion of sales, since a transfer of goods to a 
branch or consignee does not constitute a sale. It is appropriate, 
however, to consider the methods of making sales through branches 
and consignees in discussing the general problem of accounting 
for sales. It is not probable that any one firm makes at any 
one time all the types of sales listed above, but all of these are 
regularly made by different firms. 


The first seven classifications of sales given above are discussed 
in this chapter; the eighth classification, consignment sales, is 
discussed in Chapter LXII. 
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Cash Sales 


In a retail business, cash sales are usually entered daily in 
the cash records as a total. The total is obtained by adding the 
duplicate cash sales slips for the day. To make the monthly 
posting easier, a “‘Cash Sales” column may be introduced in the 
cash book, and the total of this column posted to Sales at the 
end of the month. When this method is followed, no entry is 
made in the sales record for cash sales. The total sales for the 
month are shown in the Sales account in two amounts, the credit 
sales being posted from the sales record, and the cash sales from 
the cash record. 

This method is possible only when it is not desired to classify 
the sales. If a classification of sales is made by commodities, 
departments, or any other basis, it is necessary to have a classi- 
fication of cash sales as well as of sales on account. It is usually 
not feasible to have as many cash sales columns in the cash record 
as there are classes of sales; consequently, the cash sales are 
recorded in the sales record for purposes of analysis. In this 
case, there is but one “‘Cash Sales’ column in the cash record. 
The total of this column is posted to the credit of Cash Sales. In 
the sales record there is one column for cash sales, which shows 
the total cash sales. The individual cash sales are distributed in 
the analysis columns, and are included in the totals of these col- 
umns which are posted to the credit of the respective sales ac- 
counts. The total of the “Cash Sales” column is posted to the 
debit of Cash Sales and should balance the credit to this account, 
which is posted from the cash record. 

In a wholesale or manufacturing business, usually no dis- 
tinction is made between the recording of cash sales and sales on 
account. In each case, the sales invoice is entered in the sales 
record. This results in a debit to Accounts Receivable and a 
credit to Sales. The cash received in payment is entered in the 
cash record. This results in a debit to Cash and a credit to 
Accounts Receivable, which offsets the debit made to the last 
account from the sales record. Since cash sales are usually not 
frequent in a wholesale or manufacturing business, this method 
is both desirable and feasible. In such a business, the one who 
makes the record of the invoice does not, as a rule, make the 
record for the cash, and it is more convenient to treat the sale 
and the payment as distinct and separate transactions. 


Sales on Account 


Sales on account are those based on an unconditional contract 
which provides for payment in a relatively short time after the 
consummation of the sale. In the retail trade, payment for 
sales on account is usually made on the first day of the month 
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following the one in which the sale is made. For example, sales 
may be made by a grocery store to a customer each day in the 
month; payment is due for the total on the first day of the fol- 
lowing month. 

In most cases except the retail trade, it is customary to state 
the terms of sale on the invoice. In many cases, an option is 
provided by offering a discount for prompt payment, with the 
full amount due at a later date. For example, the terms may be 
1/10, n/30, or 2/10, n/60. The rate of discount, as well as the 
length of time before the net amount is due, varies in different 
types of business, and even on different lines of goods in the same 
business. In some lines, no discount is offered, all terms being 
for net payment. 

There are no significant problems involved in recording sales 
on account except the method of recording the sales discount. 
Some contend that the discount should be subtracted from the 
sales price at the time of sale, and only the net amount recorded. 
Under these circumstances, discount would enter into the ac- 
counts only in the case of customers who fail to take the proffered 
discount. It would then be shown as an income. Under the 
more customary plan, Accounts Receivable is debited and Sales 
credited for the gross amount of the invoice at the time the sale 
is made. If a discount is taken, entry for it is made at the time 
of payment by debiting Sales Discount and crediting Accounts 
Receivable for its amount. 


C. O. D. Sales 


When a sale is made with the agreement that the purchaser 
is to pay for the merchandise when it is delivered, the terms are 
said to be cash on delivery or as it is more frequently stated, 
C.O.D. Such sales are made in the wholesale trade when orders 
are received from customers to whom it is not desired to extend 
credit. They are made in the retail trade when a customer does 
not have a charge account and has not sufficient funds to make 
payment at time of purchase. The procedure for handling C. @. D. 
sales is different in a wholesale and a retail business. It is neces- 
sary, therefore, to discuss separately wholesale C. O. D. sales 
and retail C. O. D. sales. 

When C.O.D. sales are made at wholesale, the customer 
usually lives in a different city from the seller, and the goods 
are delivered to him by freight, express, or parcel post. It is 
necessary to notice the procedure in each case. 

When a C. O. D. shipment is made by freight, an order bill of 
lading is used. A sight draft is drawn on the purchaser and 
attached to the bill of lading. Usually the bill of lading with the 
attached sight draft is deposited with the local bank of the seller, 
and the bank transmits it to another bank in the city where the 
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purchaser lives. The latter bank on receipt of the bill of lading 
with attached draft notifies the purchaser, who, by paying the 
draft, can obtain the bill of lading. This entitles him to obtain 
the merchandise from the transportation company. The bank 
to whom the purchaser pays the draft transmits the proceeds to 
the original bank. It credits the seller with the proceeds. 


When a C. O. D. shipment is made by express, the express 
company will not deliver it until the purchaser pays the trans- 
portation charges and the value of the shipment. An invoice is 
made for the amount of the shipment and inclosed in a special 
envelope provided by the express company. The envelope 
accompanies the package. When it reaches its destination, the 
express company notifies the purchaser to call and receive it, or 
delivers it to the purchaser. In either case, the purchaser is 
required to pay the amount of the invoice plus the express charges 
before the package is delivered to him. The express company 
remits the amount of the invoice to the seller by its express 
money order, deducting a charge for issuing the money order, 
unless this charge has been collected from the purchaser. If the 
seller desires the purchaser to pay the charges for issuing the 
money order to be sent him in payment of the shipment, he must 
indicate this on the C. O. D. envelope. 


When a C. O. D. shipment is made by parcel post, a special 
ticket provided by the Post Office Department is attached to the 
package; this shows the amount to be collected before delivery 
is made. When delivery is made, the postmaster at the point of 
delivery mails the consignee a post-office money order for the 
amount shown on the ticket. 


There must be some method of accounting for C. O. D. sales 
during the period intervening between the shipment of the goods 
and the receipt of the returns. The usual method is to debit 
such sales to Accounts Receivable and credit the Sales account 
in the same manner as other sales. In the customers’ ledger, 
instead of opening a separate account with each customer, all 
sucH sales are debited to a C.O. D. account, the name of the 
customer being written in the explanation column. When the 
returns from the sale are received, a credit is made to the C. O. D. 
account, the entry being made on the same line as the correspond- 
ing debit. The debit items which are not offset by a credit item 
give the balance of the account at any time. Sometimes an 
account is opened in the subsidiary ledger with the transportation 
company instead of opening the C. O. D. account. It is used in 
the same manner as the C. O. D. account. 

To illustrate: It may be assumed that R. H. Jones, a whole- 
sale merchant, has made the following C. O. D. shipments: De- 
cember 23, Harvey King, $400.00: December 26, James Long, 
$200.00; December 28, L. W. Smith, $371.75. 


‘Ch. 61] ACCOUNTING FOR SALES 927 


On December 30 he receives $200.00 in payment of the ship- 
ment to Long. At the end of the month of December his C. O. D. 
account will appear as follows: 


28|L. W. Smith 
| 
| 


In a retail business, C. O. D. sales are delivered to the pur- 
chaser and the sales price collected by the delivery men of the 
store. Some stores have found by experience that a considerable 
number of C. O. D. deliveries are refused by the purchaser, and 
are returned to the store. In such cases it is preferable not to 
make any record of C.0O.D. sales until delivery is completed, 
and the collection for the sale made. The C. O. D. sales tickets 
are filed but are not entered until collection has been made. 
The merchandise is turned over to the delivery department, 
where a memorandum record is made, charging the individual 
drivers for the C. O. D. packages given to them. At the end of 
the day, the driver must return either cash or goods for the 
amount of the merchandise charged to him. The amount of the 
cash received is reported to the accounting department, and an 
entry can be made the same as if the sales had been originally 
made for cash. 


If the C.O.D. sales returned are not numerous, an entry 
may be made each day, debiting the Accounts Receivable account . 
and crediting Sales on the main ledger, and debiting a C. O. D. 
- account in the subsidiary ledger. ‘The cash received each day 
from C. O. D. deliveries will be debited to Cash and credited to 
Accounts Receivable and the C.O.D. accounts. The balance 
of the C. O. D. account at any time will show the amount of the 
merchandise sold C. O. D. which is in the hands of the delivery 
department. This amount can be verified by comparing it with 
the amounts charged to the drivers on the records of the delivery 
department. 


If the latter method of recording C. O. D. sales is followed, 
it will be necessary to make adjusting entries for C. O. D. deliver- 
ies which are refused. Such returns may be debited to Sales 
Returns, but it is preferable to debit them to the Sales account, 
since they are different from the usual returned sale. In any 
case, the Accounts Receivable and C.O.D. accounts must be 
credited for the goods returned. 


It would seem more nearly correct, from a theoretical point 
of view, to have the C. O. D. account on the main ledger and not 


CxO: D 
192 | | 192 ' | | 
Dec. |23|Harvey King 400 | 
26| James Long 200! | Dee. |30| James Long | 200 
371 be | 
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to affect the Accounts Receivable account with C.O. D. sales. 
This seems proper because the claims against customers for 
C.O.D. sales are not the same as those arising from sales on 
account. If C.O.D. sales, however, are to be recorded in the 
general sales record, it is more convenient to have the C. O. D. 
account a subsidiary account so that the total of the sales in the 
sales record can be posted to Accounts Receivable. Otherwise, 
it is necessary to exclude the C.O.D. sales from the total in 
some manner. This may be done by having a separate column 
for C. O. D. sales. In this case the total of the sales on account 
column will be posted to Accounts Receivable, the individual 
items in the C.O.D. column will be posted to the C.O. D. 
account, and the total of both columns credited to Sales. In 
this case it is unnecessary to open an account with C. O. D. in 
the accounts receivable ledger. 


Instalment Sales 


Instalment sales are those for which the payments are de- 
ferred and made in instalments. Sales on the instalment plan 
are made of real estate, furniture, books, correspondence study 
courses, and many other commodities and services. By the use 
of this plan, sales can be made to a class of people who would 
probably never accumulate sufficient money to pay the entire 
cost of the article at one time. Such sales are made under varying 
conditions. In most cases, the vendor secures the notes of the 
vendee, payable on the instalment dates. In many eases, the 
vendor retains title to the property until the instalments are 


> paid: 


If a business makes other than instalment sales, the claims 
against customers arising from the instalment sales should be 
recorded separately from the accounts receivable or notes receiv- 
able arising from the other sales. There are two reasons why 
this separation should be made: 


First, receivables arising from sales made on customary terms 
are classed as a current asset, but claims against customers arising 


‘from instalment sales can not be so classed, for they may not be 


/ payable for many months. Usually there are some payments 
' which are to be made at the end of each month; consequently, 
_ a part of the total claims outstanding may be considered as a 


current asset, but in the case of long-time contracts, the major 
part of these claims must not be so shown. Since they do not 
have the characteristics of a fixed asset, it is desirable that they 
be shown under a separate heading on the Balance Sheet. 


Secondly, it is always impossible to collect the total instal- 
ments due from all customers. Even though careful scrutiny be 
exercised over the credit extended, there will always be customers 
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Illustration No. 145, Instalment Customer’s Account 


who will default in payment. As a consequence, there will be a 
considerable loss from bad debts, unless the manufacturer or 
retailer protects himself by retaining title to the property sold; 
and even in this case, there will be considerable expense in securing 
possession of the property and in reselling it. In many cases the 
expense will be prohibitive, and it will be regarded as better to 
lose the balance if it be small in amount. It is necessary, there- 
fore, in valuing the amount due on instalments, to make a liberal 
allowance for losses arising from bad debts and the expense 
incurred in making collection. By having the instalment sales 
recorded separately, it is easier to determine what the total pro- 
vision for bad debts should be. 

Another problem which may arise in connection with instal- 


ment sales is the allocation of the profits as between the periods 
when the sales take place and the collection therefor is made. 
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For income tax purposes, if the initial payment is less than twenty- 
five per cent, the vendor may distribute the profits in proportion 
to the collections made during each taxable period. From the 
point of view of sound accounting, the profits should be deferred 
in all cases, regardless of the amount of the initial payment. 


If a business makes extensive instalment sales as well as 
sales on regular terms, separate records should be maintained for 
the instalment transactions. Because of the frequent payments 
on account, it is often expedient to have a different form of record 
for accounts of customers to whom sales have been made on 
instalment, as shown in Illustration No. 145. 


Sales on Approval 


Merchandise may be delivered to customers ‘on approval” 
with permission to return it within a specified time. Such sales 
are made frequently by publishing companies and retail stores. 
The method of recording such sales depends on the terms of the 
sale. 


When books are sent on approval by a publishing company, 
it is usually with the agreement that the book is to be returned 
or payment made within a specified time. Under such conditions, 
it is better not to record the sale until payment is made. A copy 
of the sales invoice can be filed under the date when the book 
should be returned or the payment made. If payment is made, 
the invoice is removed from the file and the sale recorded. If the 
book is returned, the invoice is removed from the file but no 
entry need be made in the records. The sales invoice may be 
filed for future reference so that if a customer abuses the privilege 
of securing books on approval, this can be detected from the file. 


When wearing apparel is delivered to a customer on approval 
by a retail store, it is usually to a customer who has a charge 
account, and if the merchandise is retained, it is charged to his 
account. If the customer takes but one article with the per- 
mission to return it under certain conditions, it is customary to 
charge his account at once, and if the article is returned, a credit 
is made to his account. The reason for this procedure is twofold: 
(1) if only one article is taken, in the majority of cases it is 
retained, and consequently it is not difficult to make the necessary 
credits arising from those which are returned; (2) in most cases 
if the customer decides to retain the article he makes no report 
and consequently no checking up is necessary if it is charged to 
his account at the beginning. If the customer takes two or more 
articles of merchandise with the intention of choosing the one he 
desires, no entry in the financial records can be made until the 
choice is made and the other articles returned. In the meantime, 
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a statement of the merchandise in his possession will be kept in 
a tickler file. As suggested in the case of a publishing company, 
it is often wise for the retail store to keep a record of the cus- 
tomers who return merchandise which has been purchased on 
approval, so that those who abuse the privilege may be detected. 


Sales for Future Delivery 


In some lines of business, orders for merchandise are received 
several months in advance of the date specified for delivery. 
There has been much discussion by accountants and business 
men concerning when such orders may be recorded as sales. 
Legally, they may be so recorded whenever an enforceable claim 
arises against the purchaser. This time is dependent on the 
conditions under which the order is placed. Experience shows 
that such orders are likely to be canceled at any time before the 
goods are shipped to the customer, and, regardless of the legal 
rights of the seller, it is usually not expedient to attempt to 
enforce the claim against the customer arising under a canceled 
order. In most cases, it is better not to enter orders for future 
delivery as sales until the goods are shipped to the customers. 


There are, of course, special cases where entry can be made 
before the goods are shipped. One illustration of such cases is 
found in the printing business, where it is customary for the 
customer to leave his product in the warerooms of the vendor 
long after he has been invoiced for it. In this case, entry for the 
sale will be made when the customer is invoiced, regardless of the 
time of delivery. 


Branch Sales 


Merchandise may be transferred from the parent company 
to the branches on various terms and under various conditions. 
From the point of view of accounting, it is preferable that it be 
transferred at cost, but there may be administrative reasons 
why this is not possible. Consequently it may be transferred at 
selling price or at an arbitrary price which is more than cost but 
less than selling price. In any case, such a transfer does not 
represent a sale in the usual meaning of this term, and should not 
be so recorded. It represents only a change in the location of the 
merchandise stock. The accounting procedure involved in the 
handling of goods shipped to branches will be explained in 
Chapter LXVIII on “Accounting for Branches’. 
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QUESTIONS FOR CLASS DISCUSSION 
mee 


Explain and illustrate why the terms under which sales are 
made must be considered in making the accounting records. 


ROVE 


In what way does the recording of sales on account in a retail 
business differ from the recording of sales on account in a whole- 
sale or manufacturing business? 


2B} aes 


The New York Department Store makes 25% of its sales for 
cash. It is necessary that the cash sales be analyzed by depart- 
ments to make possible the determination of departmental profits. 
Explain fully how the cash sales will be recorded so as to effect 
this analysis. 


ey ee 


Two per cent of the total sales of the New York Wholesale 
Company are for cash. The sales of the company are analyzed on 
a departmental basis. Explain how the method of recording the 
cash sales of this company will differ from recording the cash 
sales of the New York Department Store. 


= 


Explain and illustrate the meaning of instalment sales. 


we 


Explain why instalment sales should be separated from sales 
made on customary terms. 


sets 


The Universal Publishing Company sends its publications to 
its customers with the privilege of five days’ examination, at the 
end of which time the books may be returned or payment made. 
Explain how this company will record its sales. 


es «ee 


The Chicago Specialty Store deals in quality lines of women’s 
wear. Customers frequently take several articles from the store 
for examination with permission to select one and return the re- 
mainder, Explain how this store will handle these transactions. 
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eee ES 


The sales manager of the Chicago Specialty Store suspects that 
some of its customers abuse the privilege of taking goods on ap- 
proval by obtaining goods for a short length of time and then 
returning the entire amount without making a purchase. He 
desires some method by which to determine those customers who 
pao follow this practice. Explain how this may be accom- 
plished. 


eke, 


The X Wholesale Company receives orders for merchandise 
in April which are to be shipped in August to its customers. When 
should these orders be entered on the books as sales? 


Pt vos 


The Plimpton Press prints books in large quantities for pub- 
lishing houses. The books are stored in the warehouse of the com- 
pany and are requisitioned by the publishing companies when 
needed. At the end of each month the Plimpton Press invoices 
each company for all the books that have been shipped to it 
during the month. At the end of the year each company is 
invoiced for all the books remaining in the warerooms of the 
Plimpton Press. Explain when the Plimpton Press should enter 
these sales upon its books. 


ip es 


Explain and illustrate the method of handling C. O. D. sales 
in a retail and a wholesale business. 
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LABORATORY MATERIAL 
Exercise No. 227 


The Kingdon Manufacturing Company manufactures ten 
products. These products are sold through nine branches loca- 
ted so as to cover the entire United States. The company desires 
to obtain the following information each month: (a) total sales 
of each product by all branches; (b) total sales of each branch of 
all products; (c) sales of each product by each branch.. 


INSTRUCTIONS: Write a report to the general manager of the com- 
pany which will explain the following: 


a. The accounts which should be maintained to provide the infor- 
mation which the company desires. If you think part of this 
information can be obtained in some other way more conve- 
niently than by means of the ledger accounts, explain the 
method you think desirable. 


b. The monthly reports which should be used to present this infor- 
mation to the general manager. 


Exercise No. 228 


. The following statement shows the sales for each branch of 
the Kingdon Manufacturing Company for the month of March, 
19..., with appropriate comparisons: 


MONTHLY REPORT OF SALES 


Non th: Ofer cates. teen WEP A 6 
; : % 1G To Estimated | % To % 
This Estimated | Inc. Last Inc. Date To Date | Inc. Date Inc. 
Sales Unit Month This or Month or This This or This or 
Month |Dec. Dee. Year Year Dec. Year Dec. 


N. Y. City... ] 109,694.64} 126,600.00|—13) 89,990.54) 22] 276,028.76) 316,500.00;—13] 744,145.79|—63 


Atlanta...... 293,600.00 659,085.33] 734,000.00) —10)1,423,123 .95|—54 
El Paso. ..... 80,000.00 240,983.53] 200,000.00} 20) 351,546.69/—31 
San Francisco. 84,000.00 184,226.87} 210,000.00\—12] 502,727 .55|—63 
Duluth wae soe 80,000. 00! 175,863.09] 200,000.00|—12] 439,058 .03)—60 
Chicago...... i 70,000.00 147,221.41} 175,000.00|—16] 376,551.76|/—61 
Boston. 6.0... 88,723.28] 80,000.00 223,544.35} 200,000.00} 12} 336,995.70,—34 
Pittsburgh....} 54,926.58) 50,000.00 147,980.28) 125,000.00] 18}........... vey 


Sacramento...} 162,778.05) 142,000.00 


541,555.71} 335,000.00) 53 


Total. .....]927,959.82/1,006,200.00,— 8] 833,887.43] 11]2,596,439 .33/2,495,500.00| 3 4,174,149.47 —38 


INSTRUCTIONS: Write a brief report to the general manager of the 
company stating what this report indicates with reference to the sales of the 
purer, as a whole and what it indicates with reference to particular 

ranches. 
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Exercise No. 229 


The fiscal year of the X Manufacturing Company ends Decem- 
ber 31. The bookkeeper presents a Statement of Profit and 
Loss to the directors in the following form: 


Gross Sales...... eat COLOCO 200 
Increase of Inventory Aaa aa , 80,000.00 $600,000.00 


Cost of Sales: 
Operating expenses, mate- 


rial, and supplies......... $514,000.00 
Rist xpenslon. fics, oo sce 3 24,000 .00 
Freight on Returned Goods 1,200.00 
Purchases of Finished Goods 20,800.00 560,000.00 
Net Manufacturing Profit $ 40,000.00 
Otner Income: 
Miscellaneous Earnings..... $ 38,000.00 
Profit on Contracts......... 13,000.00 
Discount on Purchases...... 1,000.00 17,000.00 
Gross Plant)Profit.......4 $ 57,000.00 
Less: ; 
Diseount.on Sales. ...-..+.. $ 5,750.00 
Rebates and Allowances.... 2,250.00 8,000.00 
Net Plante: brotlts 2 sac... $ 49,000.00 
Less: 
General Expenses.......... $ 11,000.00 
dECreste et Uncen are: 3,000.00 14,000.00 
Net Rrotitentacinieeee ss. $ 35,000.00 


The directors are dissatisfied with this report and request you 
to prepare a Statement of Profit and Loss in proper form. On ex- 
amination of the records you ascertain the following information: 

Inventory, January 1: Materials, $230,000.00; Supplies, 
$70,000.00; Finished Goods, $90,000.00. - 

Inventory, December 31: Materials, $280,000.00; Supplies, 
$20,000.00; Finished Goods, $120,000.00. 

Material used in factory during the year, $150,000.00; eee 
$245,000.00; fuel, $5,000.00; repairs and renewals, $4,00 

Other operating expenses, including $50, 000. 00 of nie 
used, $110,000.00.— 

INSTRUCTIONS: Prepare a Statement of Profit and Loss in proper 


form from the statement prepared by the bookkeeper and the supplementary 
data obtained from the records. 
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Exercise No. 230 


The expense and income accounts of the Frazer Mercantile 
Company for the years 1926 and 1927 show the following: 


1926: 
Merchandise Inventory, January 1, 1926.... $150,000.00. 
Merchandise:Purehases..-. 2.0. eee 633,000 .00 
Merchandise’ pales Aceount= ving he a eee 750,000.00 
Merchandise Sales, Cashi a 42 ee 10,000.00 
Commissions to Salesmen:.2 1.3. ..2.5.2oee5.- 30,000.00 
Salaries of Salesmen eis oe eee 30,000.00 
Salaries of: sales Clerks oes... 5.4 eee eae 15,000.00 
Rental 222. ses. eek os. Ae oR 5,000 . 00 
Staploneny. ands eOstage) poner) (rane ae 5,000.00 
General Expense (Administrative)......... 22,000.00 
Unter estas assis eee oe ee aera 4,000.00 
Inventory, December 31, 1926............. 125,000.00 
1927 
Merchandise Inventory, January 1, 1927.... 125,000.00 
Merchandise Purchasésse 2) .23..4 se eetaes 600,000 . 00 
Merchandise Sales, Account............... 750,000 .00 
iVerchandise sales, Casha. ste cee 10,000.00 
Commissions to salesmen s: +. 2. ee eee 30,000.00 
SalAKIES LO PaAleSIMel) son 5 ae ee ee 10,000.00 
Salaries tooales C lerksiue ys ree ect aae ae 10,000.00 
Sat ACE AE oh, Seen Ae eet een a Aged OF 5 5,000.00 
Stationery and Postave..a. na woes 3,000.00 
General Expense (Administrative)......... 15,000.00 
ANCES bifsie..: Feil eter) ce pethes  eet a na Bate 1,000.00 
Inventory, December 31, 1927............. 125,000.00 


INSTRUCTIONS: 1. Prepare a Statement of Profit and Loss for 
each year. 

2. Write a brief report explaining the reason for the difference in results 
for the two years. 


/ 


CHAPTER LXII 
CONSIGNMENT SALES 


Meaning of Consignment Sales 


When a merchant ships goods to another party to be sold by 
him for the account of the shipper, the transaction is called a 
consignment. More technically, a consignment may be described 
as goods delivered by the party of the first part to the party of 
the second part for sale by the party of the second part for the 
account of the party of the first part. 


It will be. seen from this definition that two parties are in- 
volved in a consignment. The party who ships or consigns the 
goods is known as the consignor, and the party who receives the 
goods for sale is known as the consignee. 


Goods sent on consignment are termed consignments-out by 
the consignor, and are termed consignments-in by the consignee 
when received by him. Sometimes consignments-out are called 
shipments. 


Relation of Consignor and Consignee 


In their dealings with each other, the consignor and consignee 
have the relation of principal and agent, and their actions are 
governed by the general rules of the law of agency. Each must 
comply with the contract which exists between them; in the 
absence of a specific contract, they are governed by the trade cus- 
toms of the business in which they are engaged. The consignee, 
as agent of the consignor, must comply with the instructions of 
the latter so long as they are not inconsistent with the terms of 
their contract or the customs of the trade. 


With reference to the goods, the relation between the con- 
signor and the consignee is that of bailor and bailee, and is gov- 
erned by the general rules of the law of bailments. Barring 
specific instructions or specific contract agreements, the consignee 
may conduct the consignment transactions for his principal on 
the same basis and in the same way as he would conduct them 
if the goods were his own. He is expected to exercise the same 
care in handling the goods as if they were his own. He must 
exercise ordinary diligence in protecting and safeguarding them. 
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He is not liable, however, for damage from unavoidable causes, 
such as cyclones, destruction by unavoidable fire, and similar 
causes. What constitutes due diligence on the part of the con- 
signee depends on the nature of the goods and the circumstances 
of the particular case. In general, the consignee is required to 
exercise the same degree of diligence in safeguarding the goods of 
his principal as an ordinary, reasonable man would use in safe- 
guarding his own goods. 


The agent must keep the goods of his principal separate from 
his own goods and also the goods received from other consignors. 
If he mixes the goods of his principal with his own, he does so at 
his peril. For example, under such circumstances, in case of 
partial loss the agent may be compelled to bear the entire loss on 
the assumption that the goods destroyed are his and not those of 
his principal, since he is unable to designate the latter. 


Consignee’s Lien on Consigned Goods 


The consignee usually pays certain expenses in connection 
with the goods he receives from the consignor. These include 
such items as freight, insurance, duty, handling charges, etc. 
The consignee in some cases makes advances or payments to the 
consignor prior to the sale of the goods. For all legitimate ex- 
penses incurred by the consignee, and for all advances made to 
the principal, he has a lien on the consigned goods. The con- 
signor can not reclaim the consigned goods until he has satisfied 
the claims which the consignee has against them. 


The consignee usually receives a commission in payment for 
his services in selling the goods. When the goods are sold, he has 
the right to deduct from the proceeds all expenses ineurred in con- 
nection with them and his commission, before remitting to the 
consignor. If the goods do not sell for sufficient to pay the ex- 
pense incurred in connection with them, the consignee has a 
claim against the consignor for the difference. It may be well to 
mention that the commission of the consignee is calculated on 
the gross sales and not on the net proceeds of the sales. 


Advantages of Consignments 


The practice of selling goods by means of consignments is not 
so prevalent at present as it was formerly, but it still prevails in 
some lines of business. Most of the live stock shipped to the 
stockyards in the large cities is shipped on consignment. A con- 
siderable portion of the produce shipped to the city markets is sold 
in the same manner. 
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In many lines of business, the consignment method of sale 
offers advantages to one or both parties. The consignor retains 
title to the goods until they are sold, and this may be an advantage 
to the consignor in case the credit rating of the consignee is doubt- 
ful. At the present time, when credit information is readily 
available, this is not so important as formerly. In the case of 
perishable goods, it is an advantage to the consignee to receive 
them on consignment, since it enables him to shift all damages in 
connection with the goods to the consignor. In some lines of 
goods, like cigars, new brands are received on consignment while 
their merit is being determined. This enables the dealer to shift 
to the producer the risk incurred in introducing a new brand. As 
a consequence, it makes it necessary for the producer not only to 
produce an article of merit, but also to advertise it sufficiently 
to create a demand for it. 


The Account Sales 


After the consignee has sold the goods received from his prin- 
cipal, it is necessary that he render an accounting for the sale. 
This accounting is usually rendered by means of a report known 
as an “‘account sales’. The typical form of an account sales is 
shown in Illustration No. 146. 


ACCOUNT SALES 


Linsflind Giag..& 192 
Meee ee SB pain pe fiieded 
Below please find account sales of _2ZOQ LLL WEEP LL 


Sold by THOMPSON & STRONG, Commission Merchants 


Received flatly. 25 192 and sold for account of. 


DATE CHARGES FOL AMOUNT 


Freight | 1G 


ls 7 | 4 Drayage 


Returns 


Advances 


Storage 


Insurance 


Cornmission 


Net Proceeds 


Illustration No. 146, Account Sales 
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It will be seen that the account sales is similar in form to an 
invoice, and contains a summarized statement of all transactions 
pertaining to a particular consignment. It shows the quantity 
of the goods received, the sales made, the expenses incurred, and 
the balance or net proceeds. The disposition of the proceeds 
may also be indicated, whether remittance is being made or the 
amount placed to the credit to the consignor. 


Accounting for Consignments 


Different methods are used in the recording of consignments, 
but the differences are in the main a matter of form, the final result 
being the same. In the following discussion only one method of 
recording consignments is discussed and illustrated. It is thought 
that this is sufficient for the purpose of the present discussion. At 
the end of the chapter, references are given where more complete 
discussions may be obtained. 


The Consignor’s Record 


The chief interest of the consignor is to ascertain the net pro- 
ceeds of the consignment. At the time the goods are shipped, 
there is no change in his financial condition unless expenses are 
incurred in making the shipment. The consignor still retains - 
title to the goods, and by the shipment he merely changes their 
location. Consequently, he makes no record of the shipment in 
his financial records. A copy of the invoice sent to the consignee 
will be filed as a memorandum of the transaction. In some cases, 
an invoice of a different color is used for consignment shipments 
to eliminate the possibility of confusion with the regular sales 
invoice. 


If any expenses in the way of packing, drayage, or insurance 
incurred in making the consignment shipment can be allocated 
directly to it, an account will be opened which may be termed 
“Consignment Out (name of consignee) No.—.’’ This account 
will be debited with the expenses incurred at the time the con- 
signment is made. When the consignee renders an account sales, 
the consignment account will be credited and Cash debited if the 
consignee remits the proceeds. If the consignee does not remit 
in cash, Accounts Receivable, instead of Cash, will be debited for 
the net proceeds. In any case, the balance of the consignment 
account will show the net returns from the consignment shipment. 
This balance may be transferred to the Sales account or, if it is 
desired to keep the consignment sales separate, it may be trans- 
ferred to a Consignment Sales account. At the end of the fiscal 
period, this account will be closed the same as the Sales account. 
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Illustration of the Consignor’s Entries 


To illustrate the entries made on the records of the consignor, 
the following simple consignment transaction is used: 


J. O. Smith ships to R. L. White, to be sold on his account, 
two hundred units of N commodity. Smith pays $40.00 for 
drayage and $60.00 for insurance on the merchandise. White pays 
freight and drayage, $135.00. He sells the goods for $1,500.00, 
charges a five per cent commission and $60.00 for storage, and 
remits the net proceeds by New York draft. The following 
entries will be made on the records of the consignor: 


1. At the time the merchandise is sent to the consignee: 


Consignment Out, R. L. White No.—.. 100 
Tipe teary ae Ce Ds cps: Fete eet a 100 


in cash. 


2. At the time the account sales is received from the con- 
signee: 


Gashegvarairt, 910 6517. aa Nae SALA 2 1,230 v 
Consignment Out, R. L. White No.— 1,230 

To record net proceeds of consignment 

as shown by account sales at this date. 


Consignment Out, R. L. White, No. — 1,130 

Sal GS egy er meee Pte rete eee 1,130 
To transfer net returns from consign- 
ment to Sales account. 


For the sake of convenience, the foregoing entries are all 
shown in journal form. The reader can easily see the proper dis- 
tribution of the entries as between the customary records of entry. 


The Consignor’s Inventory 


If the consignor’s fiscal period ends prior to the receipt of an 
account sales in full settlement, the goods on consignment as 
‘ shown by the consignment invoice on file must be included in 
his inventory. He retains title to this merchandise until it is sold, | 
and it constitutes a part of his inventory the same as the merchan- 
dise in his stockrooms. In arriving at the value of consigned 
goods, the expenses incurred in sending the goods to the new 
market may properly be included as a part of the cost. 
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The Consignee’s Record 


The consignee should keep a record which will enable him to 
discharge his liability to his principal when the goods are sold, and 
enable him to ascertain his earnings on the consignment trans- 
action. When the consignment is received, the financial condi- 
tion of the consignee is not affected thereby, so no entries in his 
general accounts need to be made. A memorandum record of the 
goods received is made, and frequently this is made on a loose- 
leaf duplicate record in such a manner that the original copy 
when completed will serve as an account sales. 


If, as is usual, the consignee incurs expenses in connection 
with the consignment, these will be debited to a consignment 
account. Usually the name of the consignor and the number of 
the account are a part of the account title. When the goods are 
sold, the commission of the consignee is debited to the consign- 
ment account and credited to an income account termed Com- 
missions Earned. If storage charges are made, they should be 
debited to the consignment account and credited to a Storage 
Earned account. The receipts from sales are credited to the 
consignment account, and debited to Cash or Accounts Receiv- 
able, as the case may be. The balance of the consignment account 
now represents the liability of the consignee to the consignor. 
If the consignee remits in cash, the consignment account will be 
debited and Cash account credited. If the proceeds are to remain 
to the credit of the consignor, the consignment account will be 
debited and Accounts Payable credited. 


The Commissions Earned and Storage Earned accounts will 
be closed into the Profit and Loss account at the end of the fiscal 
period. 


Illustration of the Consignee’s Entries 


To illustrate the entries made on the records of the consignee, 
the simple example given on page 941 will be used. The entries 
on the records of the consignee will be as follows: 


1. On the receipt of the consignment: 


Consignment in, J. O. Smith No.—... Bis) 

Cas oy peeiteciseciier snes oaee eam eee 185 
Paid freight and drayage on consign- 
ment of J. O. Smith. 


2. When the consignment is sold: 


Gashz tion ee oes ee ee ee: 1,500 

Consignment in, J. O. Smith No.—.. 1,500 
To record sale of the consignment of 
J. O. Smith. 
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Consignment in, J. O. Smith No.—... 135) 
Comimissionsebiannedem. seine oe: 75 
Storage Earned....... 60; 


Commission and storage charges ‘on 
consignment of J. O. Smith. 


Consignment in, J. O. Smith, No.—... 1,230 

Casheeypge sn eee eerie) ae 1,230 
To record payment of proceeds of con- 
signment No.— of J. O. Smith. | 


The foregoing entries are made in journal form for the sake 
of convenience. 


The Consignee’s Inventory 


At the end of the fiscal period, the consignee must be careful 
not to include in his inventory any goods he has received on con- 
signment. He does not have title to these goods; consequently, 
they do not represent an asset to him. The expenses he has paid 
in connection with the consignment will be shown on his Balance 
Sheet, since they are an accounts receivable. They should, of 
course, be shown as a separate item and not be confused with 
customer’s accounts. 


REFERENCES FOR COLLATERAL READINGS: 


Principles of Accounting, by John Raymond Wildman, C. P. A.—The William G. 
Hewitt Press, New York. 

Accounting Theory and Practice, Vol. I, by Roy B. Kester, C. P. A.—The Ronald 
Press, New York. 
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QUESTIONS FOR CLASS DISCUSSION 
ery ee 


Explain and illustrate the meaning of the terms consignment, 
consignor, and consignee. 


er yas 


What is the distinction between a consignment out and a con- 
signment in? 


Era: eee 


James King & Co., of Chicago, ship merchandise to Henry Lee 
& Co., of New York, to be sold on consignment. Lee & Co. 
receive the goods, but instead of placing them in the warehouse 
where their own merchandise is kept, leave them where they are 
exposed to the weather. As a result the merchandise is damaged 
to a considerable extent. Can King & Co. recover damages from 
Lee & Co. for the injury to their merchandise? Why? 


nedhif) igs 


Assume that Lee & Co. receive the merchandise and place it in 
the warehouse with their own goods and that shortly thereafter 
the warehouse is destrcyed by fire which originates in another 
building not owned by Lee & Co. Can King & Co. recover from 
Lee & Co. for the loss of the merchandise? Why? 


oe pee 


What is the usual way by which the consignee is reimbursed 
for selling the goods of the consignor? 


eet eed 


If the consignee pays certain expenses, such as freight, insur- 
ance, drayage, etc., in connection with goods received from the 
consignor, how is he entitled to reimburse himself for these ex- 
penses? 


Rey Sat 


What advantages may be derived from selling goods on con- 
signment? 
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Sagopa 


When a consignee has sold the goods of the consignor, in what 
way does he report to the latter? 


rae 


Explain and illustrate the method of recording consignments 
on the records of the consignor. 


ee) ae 


Explain and illustrate the method of recording consignments 
on the records of the consignee. 


ie 


In taking an inventory for James Madison & Co. you find that 
$500.00 worth of goods have been shipped on consignment to 
Henry Adams & Co. To date no account of sales has been received 
in connection with this consignment. Explain how you would 
treat these goods in connection with the inventory of Madison. 


ea Os 


Assuming that you were taking the inventory of Adams & Co. 
and that the goods received from Madison are still on hand, how | 
would you treat these goods in connection with the inventory of 
Adams & Co? 

Bea OF 5a 


If Adams & Co. has paid $75.00 for freight and drayage on the 
goods of Madison & Co., how would you show this on their Bal- 
ance Sheet at the end of the fiscal period? 


= | Ae 


L. S. Lyon ships to Harvey T. Lane, to be sold on his account, 
two hundred articles of X commodity. Lyon pays $40.00 for 
drayage and $20.00 for insurance on the merchandise. Lane 
pays freight and drayage, $112.00, and charges $41.50 for stor- 
age charges. He sells the goods for $920.00, charges five per cent. 
commission and remits the net proceeds by New York draft. 
Explain the entries which should be made on the books of both 
Lyon and Lane. 
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LABORATORY MATERIAL 
Exercise No. 231 


May 1 the Cooperative Fruit Growers Association shipped 
1,000 crates of strawberries to Morrow & Gray, commission mer- 
chants of St. Louis, to be sold for the former’s account and risk. 
During the month of May, Morrow & Gray completed the fol- 
lowing transactions relating to this shipment: 


8. Paid $461.40 freight. 


4. Sales on account: Miller Grocery Stores, 100 crates at 
$40.00; Grand Hotel, 10 crates at $45.00; E. Caproni, 
10 crates at $45.00. 


Cash sales, 80 crates at $45.00, less 2% cash discount. 


5. Saleson account: Miller Grocery Stores, 50 crates at $40.00; 
Lake Hospital, 12 crates at $45.00; Business Men’s Club, 
10 crates at $45.00. 


Cash sales, 127 crates at $45.00, less 2% cash discount. 


6. Saleson account: Miller Grocery Stores, 50 crates at $40.00; 
Grand Hotel, 15 crates at $42.50. 


Cash sales, 142 crates at $42.50, less 2% cash discount. 


Business Men’s Club claim shortage of 6 boxes in one crate 
sold May 5. This shortage seems to have resulted from 
careless inspection by the shipper, since the empty boxes 
were all on the bottom layer of the crate. Granted allow- 
ance of $2.40. 


7. Salesonaccount: Miller Grocery Stores, 50 crates at $40.00; 
Green Steamship Lines, 10 crates at $40.00. 


Cash sales, 283 crates at $40.00, less 2% cash discount. 


8. Sale on account: Miller Grocery Stores, 50 crates at $40.00. 
Cash sales, 441% crates at $35.00. 


Miller Grocery Stores ask for deduction of $3.60 for a total 
of 9 boxes damaged by careless handling by our truck- 
men. This claim was found to be justified, and accord- 
ingly credit was granted. 


10. Rendered an account sales to the Cooperative Fruit Growers 
Association. Spoilage amounted to 6% crates. Charges 
made by Morrow & Gray were as follows: commission, 
5%; storage and refrigeration, $2.00 per crate; drayage, 
$12.00. A check was remitted for the net proceeds. 
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INSTRUCTIONS: 1. Prepare, in journal form, entries to record 
these transactions on the books of Morrow & Gray, and post to the ledger. 


2. Prepare, in journal form, entries to record the transactions that 
would appear on the books of the Cooperative Fruit Growers Association, 
and post to the ledger. 


38. Assuming items and amounts, record the costs incurred by the 
Cooperative Fruit Growers Association in connection with this consignment. 


Exercise No. 232 


October 31 the Modern Appliances Company delivers, via 
Schippers Express, ten Peerless electric washing machines to the 
Randolph Department Store, to be sold on consignment. A 
package containing advertising matter for free distribution, cost 
$6.20, 1s included with the shipment. The charge of $2.50 for 
drayage, made by Schippers Express, and $8.40 for one years’ 
insurance, are paid by the consignor. 


The Modern Appliances Company provides a washing machine 
for demonstration purposes, and reimburses the consignee for the 
salary of a salesman from its office to demonstrate the machine. 
The consignor is to pay 10% commission, 50c delivery charges on 
each machine sold, and storage at 40c per week per machine. 


The following transactions relating to the consignment are 
completed by the Randolph Department Store during the month 
of November: 


2. Sold a washer for cash, $180.00. 


9. Sold a washer to Mrs. D. M. Henshaw at $200.00. Received 
$20.00 cash, the balance to be paid in twelve equal monthly 
instalments. 


15. Paid salesman’s salary for first half of month, $50.00. 


16. A fire originating in an adjoining building spread to the 
warehouse of the Randolph Department Store and dam- 
aged the eight remaining washers to such an extent that 
they were sold as scrap metal for $1.00 each. 


18. Rendered an account sales to the Modern Appliances Com- 
pany. In addition to the charges stated in the consign- 
ment agreement, a charge of $2.75 was made for soap and 
other supplies transferred from stock for use in demon- 
strating the machine. Half the advertising matter included 
in the original shipment is on hand. A check was received 
from the Modern Appliances Company for the amount 
due. 


20. A second consignment of ten Peerless washing machines was 
received from the Modern Appliances Company, on which 
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the latter paid drayage charges of $2.50 and insurance of 
$8.40 for one year. 


23. Sold a washer for cash, $180.00. 


25. Paid salesman $1.25 to reimburse him for expenses incurred 
on trip to examine machine sold Nov. 28. Found machine 
defective, and replaced it from stock. Returned defective 
machine to Modern Appliances Company by Schippers 
Express, 50c charges collect. 


27. Sold J. H. Muddleton a washer at $200.00. Received $20.00 
cash, the balance to be paid in twelve equal monthly 
instalments. 


29. Sold T. R. Rose a washer at $200.00. Received $50.00 cash, 
the balance to be paid in twelve equal monthly instalments. 


30. Paid salesman’s salary for last half of month, $50.00. 


30. Rendered an account sales to the Modern Appliances Com- 
pany for sales to date. Soap and other supplies trans- 
ferred from stock for use in demonstrating the machine 
amounted to $3.10. The remainder of the package of 
advertising matter, and about a tenth of an identical pack- 
age received today, have been used. A check for the 
amount due will be sent the Modern Appliances Company 
when the remainder of the consignment has been sold. 


INSTRUCTIONS: 1. Prepare, in journal form, entries to record 
these transactions on the books of the Randolph Department Store, and 
post to the ledger. 

2. Prepare, in journal form, entries to record these transactions on the 
books of the Modern Appliances Company, and post to the ledger. Assume 
that this company received $640.00 from the insurance company to cover 
the fire loss, and that the factory cost of each machine was $89.60. 

_3. Show how these consignments and transactions relating to them 
will affect the Balance Sheet and Statement of Profit and Loss of each 
company, prepared November 30. 


Cerin LXIII 
SALES ANALYSIS AND SALES REPORTS 


Purpose of Sales Analysis 


The primary purpose of the sales records discussed in the two 
preceding chapters is to show the effect of the various kinds of 
sales made by a company on its financial condition. These 
records provide the information with reference to sales which is 
needed for the preparation of the standard form of Statement of 
Profit and Loss. 

The executives may need additional data for judging the 
results of their sales methods and the efficiency of their sales per- 
sonnel. This information is obtained by analyzing sales to show 
the data which are desired for this purpose, and these data are 
presented by means of proper reports. 


Classification of Sales Data 


It is not possible to give an arbitrary classification of sales 
data or even to discuss all the various classifications which may 
be made. The proper classification in any specific case depends 
on the organization of the business, the nature of its operations, 
and the desires and needs of its executives. Some of the custom- 
ary ways of classifying sales data are: 


(1) By commodities or departments 
(2) By selling units 
(8) By territories 
(4) By salesmen 
(5) By terms of sale 
(6) By method of delivery 
Most firms will not need to maintain all of these classifica- 


tions. Each of these is useful to some firm, however, and most of 
them find it desirable to have two or more classifications of sales 


data. 


Commodity or Departmental Analysis 


One of the most useful classifications of sales is that by com- 
modities. Such a classification gives very definite information 
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with which to check results and to plan sales campaigns. If pur- 
chases and inventories can be classified in the same manner, it is 
possible to obtain gross profit on each commodity, and this affords 
a desirable check on the profitableness of each commodity sold. 
If expenses can be allocated so that they can be classified in the 
same manner, the net profit made on each commodity is obtained, 
and this affords excellent cost and_profit statistics. In a few lines 
of business, such a classification is possible. For example, in a 
firm selling only coal, wood, and ice, a commodity analysis of 
sales, purchases, and inventory is easily made and expenses can 
be allocated to commodities without great difficulty. 


In a business dealing with many articles, such an analysis is 
impossible. In such cases it is customary to group items of a 
similar nature into departments, and to classify sales, purchases, 
and expenses on a departmental basis. For example, in a large 
department store, there may be a grocery department, shoe 
department, men’s clothing department, women’s clothing depart- 
ment, furniture department, etc., with sales, purchases, and 
expenses classified accordingly. 


In some firms where it is not satisfactory to have departments, 
commodities may be classified into groups, and gross profit 
obtained on each group. For example, a foundry may group its 
castings according to weight and design, and classify its costs and 
sales on this basis. 


Analysis by Selling Units 


A firm which has its sales force organized into definite admin- 
istrative units will find useful an analysis of sales by sales units. 
For example, some firms establish branches through which they 
market their goods. In such cases it is desirable to know the 
profit-derived from each branch. To do this it is necessary to 
classify sales, purchases, and expenses by branches. This affords 
an effective check on the operations of each branch, and affords a 
means of judging the efficiency and ability of the manager of the 
branch. In many cases-the manager is given a percentage of the 
profits made by the branch. This plan affords an incentive for 
him to manage the branch as efficiently as possible. 


If a firm has a separate organization for export trade, the sales 
and costs of this unit should be shown separately so the net profit 
or loss on export trade can be obtained. If the sales organiza- 
tion is divided into divisions or districts, it is desirable to know 
the sales of each. 


Analysis by Territories 


Sometimes it is useful to have a territorial analysis of sales. 
The territory used as the basis for the analysis may be a state, 
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or it may be the territory covered by a salesman. Such an analy- 
sis may be desirable for the purpose of checking the efficiency of 
the salesmen, or for planning future sales. 


The conditions_in different states may affect the possible 
future sales. For example, the poor crops in a particular state ~ 
may indicate that the probable sales in that state for the coming 
year will be fifty per cent less than during the preceding year. If 
sales have been analyzed to show the sales in this state during the 
past years, the estimated sales for the coming year can be obtained 
by subtracting the estimated decrease. In the same manner, the 
Pee increase of sales in the prosperous states can be deter- 
mined. 


Again, a company may from observation and investigation, 
or from statistics which it has available, ascertain that the poten- 
tial sales of the commodity which it sells in a given territory are 
acertain amount. If sales are analyzed to show past sales in this 
territory, the company can determine how far it fails to obtain 
the amount of sales which is possible, and can judge whether 
additional effort should be spent in this territory. 


Analysis by Salesmen 


In large retail stores it is customary to pay the salesman, in 
addition to his stipulated salary, a commission on salesmade. To 
determine the amount of this commission, it is necessary to ana- 
lyze the sales by salesmen. Such an analysis not only serves as a 
basis for paying the salesmen, but also serves as an efficiency 
record for the salesmen. The information shown by this record is 
useful in selecting employes for promotion. Not only retail 
salesmen, but also traveling salesmen for jobbers and manu- 
facturers, may be paid a commission on the sales which they 
make. In some cases the cost of the goods sold by each salesman 
is determined, and he is given a percentage of the gross profit made 
on his sales. This method is employed to encourage the salesmen 
to sell the lines of goods on which the greatest profit is made. 


Analysis by Terms of Sale 


The treasurer of a company must plan to secure the funds 
necessary to pay for the goods purchased and for the expenses of 
the business. A large part of these funds must come from the 
customers. The length of time which the business must wait after 
sales are made before it will secure payment depends upon the 
terms on-which the sales are made. That the treasurer may esti- 
mate the funds which may be secured from the sales made, it is 
necessary that he know the amount of sales made on each term 
offered by the company. In some companies, therefore, it is 
desirable that sales be analyzed to show the terms of sale. 
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Analysis by Method of Delivery 


Some firms deliver goods by various methods. Large retail 
stores, for example, may deliver: 


(1) Over the counter 

(2) By delivery trucks 
(8) By messenger 

(4) By mail 

(5) By express or freight 


An analysis of sales by methods of delivery is useful: 


(1) In judging variations in delivery costs from period to 
period 

(2) In estimating the selling cost of a proposed sales 
program 

(8) In planning equipment and personnel to meet the 
sales program after it is adopted 


Many stores have found that their delivery costs have steadily 
mounted during recent years. This is due, in part, to the decreas- 
ing number of customers who carry their purchases. It is due, in 
part, to the increasing distances covered by the large stores. 
Many stores have found it advisable to place limitations on their 
delivery service, and to instruct salesmen to encourage the cus- 
tomer to take his purchases with him, in so far as this can be done 
in a politic way. An analysis of sales by method of delivery will 
show tendencies, and this information will show when and where 
remedial measures should be taken. 


Relation of the Sales Analysis to the Accounting Records 


It is usually not practicable or feasible to obtain from the 
formal accounting records all the analyses of sales desired. Some 
of these analyses may be obtained from statistical records kept 
in the various departments, or they may be obtained by a central 
statistical department. The operating department may keep a 
record of the method of delivery. The advertising manager may 
have the sales tickets tabulated in his office to indicate sales by 
territories. Other officials may record other data which they need. 


In many cases tabulating machines are used to collect the 
statistical data needed by the various departments. By means 
of cards which are punched to indicate various classifications of 
data, and are then assorted and assembled, it is possible to obtain 
various kinds of information. In case considerable statistical 
information is necessary, the use of tabulating machines is profit- 
able. The method of using such machines is discussed in Chapters 
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LXXII and LXXHI. Central control of the collection of all 
statistical data is usually preferable, when this is practical. 


Need for Analysis of Sales Expense 


Making a formal statement of sales desired does not produce 
the sales. Concrete plans must be made for the procurement of 
the sales called for by the sales program, and definite and ener- 
getic efforts made to carry out these plans. There must be a sales 
campaign as well as a sales program. The costs of the sales cam- 
paign must he considered carefully in preparing the sales pro- 
gram. ‘There are few firms that could not increase their sales if 
they were willing to incur the necessary expense. Typically, sales 
are desirable only when profits will result and the probable profits 
should be estimated before an attempt is made to secure the sales. 


Scientific sales planning involves the constant balancing of 
sales volume against cost. To control selling expense effectively, 
it is necessary to analyze it so that the expense incurred can be 
correlated with the results obtained. 


Methods of Analyzing Sales Expense 


The orthodox method of classifying sales expense is that shown 
on the standard form of Statement of Profit and Loss. On this 
statement, sales expense is usually classified under the following 
headings: 


(1) Sales office expense 

(2) Salesmen’s salaries and expense 
(8) Packing and shipping 

(4) Advertising 


As much detail can be shown under these headings as the 
executives of the business desire. The amount of this detail 
depends to a considerable extent on the size of the business. 


In addition to the analysis shown by the Statement of Profit 
and Loss, it is usually desirable to make a more detailed analysis 
for the use of the executives of the sales department. It is desir- 
able, when possible, to have this analysis correspond as closely 
as possible to the analysis made of sales. For example, if sales 
are classified by commodities, it is very useful to have sales 
eypense classified in the same manner. Sometimes this is quite 
difficult to do and the expense involved in making such an analy- 
sis may be prohibitive. If sales are analyzed by territories, it is 
wise to analyze sales expense in the same manner. In a mercan- 
tile company, when sales are classified by departments, it is cus- 
tomary to classify selling expense in the same manner. By so 
doing it is possible to show quite definitely the relation between 
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selling expense and the results obtained from this expense. Some 
companies even go so far as to analyze selling expenses by sales- 
men. For example, in the packing industry some companies 
classify the selling expenses of the car routes by salesmen so as 
to show the net profits obtained from the sales of every salesman. 


In all cases it is necessary to consider carefully the value of 
the information obtained from such an analysis and the cost 
involved in making it. Most companies, however, could profit- 
ably carry their analysis further than they do. 


Sales Reports 


A variety of reports is required to present for admininstrative 
use the information needed for controlling sales operations. Each 
unit of the sales organization needs reports on the operations of 
its subordinates. For example, the branch manager needs reports 
showing the operations of salesmen who report to him; the 
superintendent of the branches needs reports covering the opera- 
tions of the branches under his jurisdiction; and the sales manager 
needs reports covering the operations of units of the sales organi- 
zation. In addition, the chief executive and board of directors 
need sales reports giving summarized information concerning 
sales operations. 

It is impossible to describe all the reports needed by these 
various units of the organization. Neither is it possible to state 
definitely which unit should receive any specific report. In each 
company it is necessary to study carefully the nature of its sales 
operations and the nature of the supervision given salesmen in 
order to ascertain the reports needed for controlling sales. 


We will discuss a few sales reports for the purpose of indicating 
the type of report which may be used. 


The Sales Estimate 


One report of primary importance to the board of directors 
and executives is the sales estimate. It gives them an oppor- 
tunity to pass on sales plans before these plans are executed. 
It also gives them an opportunity to check up the plans of the 
other departments in terms of the sales plans, and vice versa. 
The sales estimate should be represented in such form that it 
will show (1) the sales classified by units of organization or 
classes of commodities or both; (2) a comparison between esti- 
mated sales of this period and actual sales of last period; and 
(3) the estimated results from the sales of this period compared 
with the actual results from sales of the last period. A form 
suitable for this purpose in a mercantile business organized on a 
departmental basis is shown in Illustration No. 147. 
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5] 
DEPARTMENTAL BUDGET 
TOTO Cea tents oteace We We MO hee roe bebe yes ec 
; Esti- 
| Inven- Gross Esti- Esti- Esti- Esti- Esti- mated 
Depart- tory Last || Mark-up}! mated mated mated mated mated Inven- 
ment Begin- |} Period’s Last Sales Mark-up|| Gross Pur- Cost of || tory at 
ning Sales Period This This Profit chases Sales End of 
of Period Period Period Period 
A.. 
Beene 
Cx. 
LO iss: 
19). 
He 3 ze 
Ete 
Totals 


pak Plustration No. 147, Departmental Sales Estimate 

The sales estimate usually shows a variation from past sales. 
The information on which the estimated change is based should 
be presented to the directors and executives in condensed form. 
Graphs can often be used to advantage for this purpose. For 
example, it may have been found that the cycle trend of the 
company’s product lags six months behind the general cycle 
trend. By a graph the general trend can be shown and the 
probable future trend of the company’s product shown by another 
graph with the appropriate lag between the two. 


A report on general market conditions accompanied by a 
discussion of their probable effect on the sales of the company is 
also useful. This information can be presented by graphs or 
‘tables. The former are usually more understandable to the 
executive. The sales executives will have, of course, various 
reports containing the information obtained by sales research. 


The form of sales estimate shown in Illustration No. 147 
gives the total sales for the budget period. The sales executives, 
the treasurer, and the buyer want a statement showing the sales 
distributed by months and by departments or classes. In manu- 
facturing firms this report may show estimated sales by items. 
A possible form for this report is shown in Illustration No. 148. 


Report on Estimated Selling Expenses 


A companion report to that shown in Illustration No. 147 is 
one showing the estimated cost of securing the estimated sales. 
Illustration No. 147 shows the estimated gross profits, but the 
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MONTHLY ESTIMATE OF SALES 


or Jan. || Feb. || Mar. || Apr. |] May || June || July || Aug. || Sept. || Oct. |] Nov. || Dec. Total 


eer fe. cea S ea fens ayo llpaitite sateen Js 


Totals ||..|.|}..|. | ae ak me m: tee 2c | all eel fel fesoll ef lew dl 
Illustration No. 148, Monthly Estimate of Sales 


directors and executives are primarily interested in net profits. 
A report made in the form of Illustration No. 149 shows the 
estimated selling expenses in useful form. By subtracting the 
total estimated selling expenses as they are shown in Illustration 
No. 149 from the total estimated gross profit as shown by Illus- 
tration No. 147, the estimated net selling profit can be obtained. 
If it is possible to allocate the selling expenses by departments or 
commodities, two additional columns can be added to Illustration 
No. 147 and the estimated selling expenses and estimated net 
selling profit shown on this statement. 


SELLING EXPENSE BUDGET 
Period smeem ernie cre SEARO Ne 6 ono oie PAPI ORS sara te 
|) Ratio} Ratio 
Ratio}| Original to to 
Appro- to Appro- || Orig- Pres- 
priation || Sales |} priation || inal Addi- Deduc- || Present || ent 
Items Last of for Sales tions tions Arpro- || Sales Comments 
Period || Last This Ex- priation ||. Ex- 
Pe- Period |} pect- pect- 
riod ancies , hancies 
Dy areate, eb 6/6) © PEER: hice 25 © 
A Teo ta ROE pA see is hee teeeedd ee 
—— 
Totals SPA ee | Poked ictencee) Stal||(Storctel licks call lille olla sb. nifest ery alll ces note 
} | 


Illustration No. 149, Selling Expense Estimate 
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Report on Volume of Sales 


Another report of primary importance to executives is one 
showing a comparison of actual sales with estimated sales. A 
useful form for this report is shown in Illustration No. 150. 
Several useful comparisons are shown on this report. Estimated 
sales for the month, estimated sales for the year to date, sales of 
last year to date, and sales for last month are all used as standards 
by which to judge current performance. If the sales force is 
organized by departments, branches or districts, this report 
makes possible the use of the performance of each unit as a 
standard for judging the performance of all other units. 


MONTHLY REPORT OF SALES 


INionthvo faa neieeraiee Lone 
E Esti- 
: Esti- % % To mated % To % 
Dept. This mated || Inc. Last. Inc. Date to Date || Inc. Date Inc. 
Month This or Month or This This or Last or 
Month || Dec. Dec. Year Year Dec. Year Dec. 
Are 
Bier 
Cont 
IDhgee aed 
ie 
Eh ees 
Ete. | 
ESC Gea Sees yat | Serene ref teal ds atenolol earoecou lfc tel color eye nl fes nt ctes psa fePre sil eee Peearced ecm mecsl eee 


Illustration No. 150, Monthly Report of Sales 


Reports on Selling Expense and Net Profits 


Two companion reports to the report on sales volume are the 
monthly report on selling expense and the monthly report on 
net profits. The form of these reports is shown in Illustrations 
Nos. 151 and 152 respectively. The report on selling expenses 
provides a means of: 


1. Checking actual expenses against estimated expenses. 


2. Comparing the ratio of expenses to sales during the current 
and past periods. This comparison is of especial importance, as 
increases and decreases in selling expenses are of significance 
only in comparison with the results obtained. 


3. Comparing the ratio of expenses to sales in different selling 
units. This comparison is significant in judging the efficiency of 
departmental executives. 
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MONTHLY REPORT ON SELLING EXPENSE 


IM GNA OS co ots ooo MUD 5 
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Esti- Ratio Ratio Ratio 
Per Cent}| mated Actual || Exp. to || Exp. to 
Department This Estimated Increase| | Expense|| Exp. to Sales Sales 
Month or to Esti- || Actual || to Date || to Date 
Decrease|} mated Sales This Last 
Sales Year Year 
A eee ae he as So cocoate ere cl Pane easel Pema aan, oat ees tate lreneat epee al cmemtoearee 
Be se a i TS re eee ers sic tre eet ll eeconeat cae | eeesttes olay ol [Retcorsaeestente tll keenest 
een See el | mee ee Poaceae eee eer neers occa itecesoallta.c arte dill. ie 
UES eo a chensta bcc Seis Hiller Sremsucgeaice cb Pall eikencss ceocente conrad lhcteca ll et tear emmetr at tI se et cs olf eters regeesen ll caerePe earned || eeremre 
DEE els ce Cuetec ton Ne cast ncyc arose lO -ou Ife tate esse ec ape sco | tome eas etl encore nee emeeeeate renee | otcecee teal | eeenesarte 
Te Se ee SN es Rete Powe fl Raccore tees sill ot llomee APA Phra e topes ecard Hl veeeiceetaWees) [Petes Renate || oer mete 
1 DF cage ao UPR Pa Il Pre eee at tell Gey Ne coe | rec ech eee ners tall Geextsbencs = 
FTG LLS ec. sec te tli lcm Sess cmcntcnal urd oresey cose tees al ceca leant deel eemeteseme ney faseeecey arr lecaretee eens eee 


Illustration No. 151, Monthly Report on Selling Expense 


The report on net profits affords a means of: 

1. Checking actual net profits against estimated net profits. 

2. Comparing the ratio of net profits to sales during the 
current period with the same ratio for the past year. This com- 
parison 1s a very important one, since it is not an increase in 
sales but an increase in profits that is the goal. 

3. Comparing the ratio of profits to sales in different selling 
units. This comparison is useful in judging the efficiency of the 
management of the various units. 


————_——_—— 
MONTHLY REPORT: ON NET PROFITS 
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Illustration No. 152, Monthly Report on Net Profits 
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Sales Reports for Department Members 


If a company has its sales force organized on a departmental 
basis, the head of each department is interested in the sales of 
his products in each of the sales units. As a consequence, each 
of the sales units may prepare a separate report for the head of 
each of the sales departments. Illustration No. 153 shows such 
a report which the manager of a sales branch submits to the head 
of one of the sales departments at the general office. The infor- 


mation on this report is self-explanatory. 


THE XYZ MANUFACTURING COMPANY 
SEMI-ANNUAL REPORT ON OPERATIONS, DECEMBER 31, 1927 


iS ~) 


Prepared by Latimer Branch for General Office Sales Department A-5 


Six Months Ending Year Ending 
Per December 31 December 31 


i 
Inc. 
a 


COST OF GOODS SOLD: 


Materials Used .....s-. -50} 5648.15 | 5965.05 |—5 
Bags and Bagging ...... .24] 2711.04 | 2394.14] 13 
Materials Storage. ..... 04 399.02] 13 
REG “oO G46) Go Soa nla 8811.03 | 8758.21 er 16529 .42|15497.02 


SELLING EXPENSES: 
Finished Goods Storage... 


Commission Paid. .....+-. 13 
Shipping and Loading... 29 
Out=freight./. . . « « « « « 46 
GENERAL EXPENSES: 
Collection Charges ..... A 13 
Registration Expense . «| 009 102.00 00 +00 00 
Office Expense .....+-.-s -03| 338.54 296! 16 eh Bue 
ToGalcimen isi ei ise Ue (el elie .| 1.26 |14232 .96 1833.28 20 | 22310.68|18822.29]| 19 
\ SUMMARY 
Gross Sales. . ... « « « « «| 2.30/25980.80 |22943.88| 13 | 43302.10| 38239.80} 13 


Sales Deductions: 
Adjustment on Sales. ... . 
Trade Discount .....-. 


«| 028] 316.28 | 229.52) 39 527.16| 365.53 
se ee 
Cost of Goods Sold. .... .| .78} 8811.03] 8758.21] .6 | 16529.42/15497.02 
Gross Profit on Sales. . .| 1.49 
Expenses ..... 5 OO .| 1.26]14232 .96 }11833.38| 20 | 22310.68/18822.29 


Net Profit .....-. ‘ 
a 


Total Number of Bags Shipped 
% Net Profit to Sales... . 


Illustration No. 158, Branch Sales Report 
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Salesmen’s Reports 


Except in the very small retail store where the owner is in 
intimate contact with all his employes, it is necessary to have 
some kind of reports by which to judge the work of salesmen. 
In a retail store it is customary to have sales classified by sales- 
men and a report prepared showing the sales made by each 
salesman. In many stores this report is given to the salesman as 
well as to the executives. The salesman can see from this report 
what he is accomplishing himself and can check his work against 
that of his fellow-employes. A simple form of report for this 
purpose is shown in Illustration No. 154. This can be prepared 
by the accounting or statistical department from the duplicate 
sales tickets submitted by the salesmen. 


REPORT ON SALES AND LABOR COST 
DEPARTMENT__<2 2 MONTH 


Mares 19 
Name of Emp! ] No. Weekly Stand- 
A SN = Ae ees 


/G/G\02|| 27 


MONTHLY TOTALS x 
Salaries $4244, 7.4 __ pth es 
Sales _2/:54/A/f toSales 4% % 


Illustration No. 154, Report Showing Comparison of Sales and 
Labor Cost by Employes 


If a company has traveling salesmen it must usually depend 
on them for at least three reports: (a) sales order, (b) report on 
prospects, and (c) expense report. The company supplies the 
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salesman with sales-order blanks, and it is only necessary for 
him to fill in the required information and forward it to the sales 
office when he receives an order. 


The salesman may make a report each day on the prospects 
on which he has called and the results of his visits. In some 
cases a card record of prospects is maintained. One part of the 
card contains information concerning the prospect. The second 
part shows the results of the salesman’s efforts to sell this pros- 
pect. If the prospect originates with the salesman, he fills out 
both parts of the card. If the prospect originates with the office, 
it fills out the first part of the card and sends it to the salesman; 
he fills in the second part and returns it to the office. This plan 
works satisfactorily as a report of the first call of the salesman 
on the prospect. If, as is often the case, it is necessary for him 
to call more than once in order to sell a prospect,-it is not so 
satisfactory, for it requires the copying of the old card on the new 
card, either by the salesman or the home office. 


If the company pays the expenses of its salesmen, it needs 
reports showing what their expenses are. ‘These reports are 
quite simple in form since it is only necessary that they show the 
expenses which the salesmen have incurred for a certain period 
of time classified according to the wishes of the home office. 
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QUESTIONS FOR CLASS DISCUSSION 


alg [a 


The Mason Company has fourteen departments. The head 
of each department is paid a nominal salary and in addition a 
percentage of the profits of the department. Explain what is 
necessary to make this plan effective. 


a ee 


Satisfactory results have been obtained from paying a bonus 
to the heads of the departments, and the company desires to 
work outa similar plan for the payment of sales clerks. Explain 
how this may be accomplished, and show in what way the plan 
used in paying the clerks will be different from the plan used in 
paying the departmental heads. 


2 


The Wilder Manufacturing Company has six branches, each 
of which is under the management of a branch manager. It 
desires to encourage the branch managers to exercise more effi- 
cient administration by giving them an interest in the profits of 
their respective branches. Outline a procedure for doing this. 


2 


Outline a procedure for the salesmen of the Wilder Manu- 
facturing Company similar to that for branch managers required 
in the preceding question. 


a: 


The customers of the Glidden Department Store have com- 
plained because of the slow deliveries of merchandise which they 
purchase from the store. The general manager has requested 
the superintendent of the delivery department to make plans to 
give more efficient service in the future. What information will 
be needed to do this? How may it be obtained? 


ees 


The Harland Mercantile Company finds that it needs the 
following analysis of sales: (a) by salesmen, (b) by departments, 
(c) by terms of sale, and (d) by methods of delivery. Explain 
how each of these analyses may be obtained, and why it is needed. 
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aety ee 


The Camden Department Store offers a 20% discount on 
sales to employes. The principal purchases made by employes 
are of wearing apparel, the largest being in the ladies’ ready-to- 
wear department. Employes from all departments of the store 
make these purchases. In the past, discounts on employes’ pur- 
chases have been treated as deductions from the sales of the 
department making the sale. The head of the ladies’ ready-to- 
wear department contends that this method is unfair and that 
these discounts should be treated as “labor cost’’ of the depart- 
ment in which the employe works. What is your opinion? 


Be Qe 


The Johnson Company has for many years been exclusively 
a shoe store for women. Up to this time, purchases have been 
made from a great many different manufacturers, and as a result, 
a considerable quantity of odd lots of shoes of different makes 
has been accumulated. The manager decides to reduce the 
number of lines carried to not more than four, and wants to 
know which of the makes now being offered for sale are the most 
profitable. How may he obtain this information? 


gis 


The Hamilton Brush Company requires its salesmen to make 
a written report of each call to the sales manager, showing 
(a) date of call, (b) name and address of customer or prospect, 
(c) nature of business, (d) approximate volume of business, 
(e) lines now carried, (f) samples left, and (g) other pertinent ~ 
information. One of the company’s salesmen objects to making 
these written reports, saying that he knows his territory and 
should not be required to do clerical work. Explain why the 
sales manager needs this information, and how it may be used to 
help the salesman increase his sales. 


ss) 


During the Christmas holiday season, in a city of 400,000 
population, a gift set of pen and pencil of a well-known make 
sold at $6.50 in a popular-priced department store, at $8.50 in a 
more exclusive shop, and at $9.00 in a local retail branch of the 
pen and pencil manufacturer. (a) Explain the probable reason 
for this variation in the sales price of the same article. (b) What 
effect would you expect it to have on the sales of this set by each 
of the three stores? 
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LABORATORY MATERIAL 
Exercise No. 233 


The employees in each merchandise department of the Denton 
Department Store are paid a bonus of 10% on sales in excess of 
their ‘‘quotas’. In the handkerchief department, the weekly 
sales quota for each clerk is $115.00, and the weekly salaries as 
shown by the payroll are as follows: 


Clock Weekly Clock Weekly 
No. Name Salary No. Name Salary 
362 Violet Tierney ........$10.00 868 Catherine Trarbach....$12.00 
SOomEClanayCOndon mee =e 18.00 3869 Anna Mayer.......... 10.00 
BOY GSS IVAN cas easo ces WO) SHO ISSO IBIBO K. . ogc o 56 18.00 
366 Mildred Shrorer....... 10.00 3871 Helen Sutherland...... 12.00 
367 Claribel Pendery....... W200) Bie Nanay WMileny IR iHUISS S oo 6 oo 15.00 


Each clerk prepares a sales slip in triplicate for each sale, 
and enters its amount on a daily card record attached to the pad 
of sales slips. At the close of each day, the triplicate sales slips 
are sent to the sales department, where they are used to verify 
the employee’s card record of daily sales. The sales department 
also receives, from the returned goods desk, the duplicate ‘“‘re- 
turned goods credit” slips showing the amount of merchandise 
returned by customers and the number of the clerk who made th€ 
original sale. The sales department records daily the gross sales 
and the sales returns applicable to each employee, and reports 
the net weekly sales of each employee to the payroll section for 
use in ascertaining bonus on sales in excess of quotas. 


A summary of the gross weekly sales and weekly sales returns 
by employees in the handkerchief department for the month of 
February is shown in tabular form below. 


Gross SALES AND Sates RetTuRNS BY EMPLOYEES HANDKERCHIEF Dept. 


ae February 2-7 February 9-14 | February 16-21 | February 23-28 
i 10C \ 

No. Gross |Returns| Gross |Returns| Gross |Returns| Gross |Returns 
Royze Ney LSA os hee 0) AIPA ES Cts MAO, og ose $ 120.95) $1.25 
363 128.43) $ .98 Bene eo ZS ROO eee NGM EO os ota oc 
364 105.65) 1.29 1OS240 earn ie 98.75} $1.25 0 7e23|\S ee 
366 ISE33 eee ae ATOR SO eee 122s Oe GSC eee 
367 TOBOO eee 112.28 OD 1TIGE 99 nee TIS! 30) 1229 
368 ELON OD peer WAS TAO ee aloes cc 123249 Ree TSOROS Eats 
369 OSM Dee ee 101.50} 2.19 102.33 .49 LOSR20Re tee 
370 117.76 .29 12133 eee it 20 GS eee L26265 eeaenae: 
371 LOSES S Ree WS FA, Po eo 1200 |S ee Se OO eee 
372 IPR SMG hooky 26500 eee T2430 eeue SPAS ects 2 
Totals | $1,145.75} $2.56 | $1,176.78] $3.29 | $1,162.70) $1.74 $1,203.83] $2.54 


Ch. 63] LABORATORY MATERIAL 965 


An employee in the payroll section records, from the time 
cards, the number of days worked by each employee during the 
week. This is used by the payroll section in figuring regular 
salary to be paid, as deductions are made for all lost time; a 
duplicate is used by the personnel department to check the fre- 
quency and causes of absences. The weekly payrolls of the 
handkerchief department during the month of February are 
shown below. ; 


Payrott For Werex EnNpInG Fes. 7 Payroutt ror Werex Enpine Fes. 14 
HANDKERCHIEF Dept. HANDKERCHIEF Dept. 
Clock | Days} Salary | Bonus! Total Clock | Daws) Salary | Bonus} Total 
No. ot No. 
362 6 $ 10.00) $ .48/$ 10.48 362 6 $ 10.00) $ .15)$ 10.15 
363 6 TS 00)" 1225) 191,25 363 6 18.00! 2.08) 20.08 
364 5 UWHRSO |S 5 oye 12.50 364 6 TSR OOW eee 15.00 
366 6 10.00 .03) 10.03 366 6 10.00 .49| 10.49 
367 6 WOO ences, - 12.00 367 4 SOs oboe 8.00 
368 6 12.00 50} 12750 368 5% EOL UO Ue Oy 
369 54% OU IVA aries 8 9.17 369 5% Oral 7 Ean ete OMIT 
370 4 12.00 o> 2a 370 6 18.00 .63]. 18.63 
371 6 2200 | eee 12.00 371 6 OO ae 12.00 
@ 3/2 6 15.00 82) 15.82 372 6 15200) ed) 16215 
Totals |..... |$122.67) $3.33/$126.00 Motals|o...plZ6. Lebo ov Slade ce 
PAYROLL FOR WEEK ENDING Fes. 21 PAYROLL FOR WEEK ENDING FEB. 28 5, 
HANDKERCHIEF Dept. HaANpDKERCHIEF Dept. 
Clock | Days} Salary | Bonus) Total Clock | Days) Salary | Bonus} Total 
No. No. 
362 6 $ 10.00) $ .37/$ 10.37 362 6 $ 10.00} $ .47\$ 10.47 
363 6 18.00 .89} 18.89 363 6 18.00; 1.65) 19.65 
364 54% 1183. ers oe 6 13.75 364 6 USS ACO; Goce are 15.00 
366 6 10.00 (all ee eral 366 6 10.00 .16} 10.16 
367 6 12.00 20 ie) 367 5% 11.00 220) i20 
368 6 12.00 .85| 12.85 368 6 PACD) al Sih) 1 as 
369 5% OF ees ae 9.17 369 24 LWA We Alot & 4.17 
370 6 18.00 SOO aloe oe 370 6 18.00) 1.17) 19.17 
371 6 W200 6 oo ae 12.00 Sali 54% 11.00 .09} 11.09 
one 6 15.00 £93) 15,93 372 6 SRO (tesa lGnoo 
AOU Iso 63 $129.92) $4.47/$1384.39 hotalse peer $124.17) $6.60/$130.77 


INSTRUCTIONS: 1. As assistant to the sales manager, prepare a 
report similar to Illustration No. 154 for use in ascertaining the relative 
efficiency of employees in the handkerchief department. 

2. Comparing the individual ratios of labor cost to net sales with that 
for the department as a whole, name the employees you would recommend 
for salary increases. 
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Exercise No. 234 


The sales manager desires a monthly report showing the net 
selling profit by departments. You decide to include in selling 
expenses: (a) sales manager’s salary, (b) departmental salaries 
and wages, (c) advertising, and (d) delivery expenses. 

INSTRUCTIONS: Write a letter to the chief accountant, explaining 


what you think is an equitable basis for apportioning these expenses to the 
sales departments. 


Exercise No. 235 


The monthly net sales, cost of sales, selling expenses, and net 
selling profit by departments for the winter season (December- 
January-February) are tabulated below. Other operating ex- 
penses not apportioned to the departments amounted to $1,614.70. 


DEPARTMENTAL ANALYsIS SHOWING Net Srevuinc Prorir spy DrparRTMENTS 


Srason: Winter Montus: Dec.-Jan.-Feb. 

Departments Net Cost of Selling Net Selling 

Sales Sales Expenses Profit or Loss 

Ready-to-wear....} $ 9,918.64 $ 3,195.06 $ 5,850.90 $ 872.68 
Mallineryaer em: ie 3,592.81 836.70 4,008 . 36 —1,252 .25 
Iningericeser eee: 9,883.35 6,930.81 1,878 .43 1,074.11 
nOsich ya weer 7,706.10 4,569 .36 1,780.89 1,355.85 
Glove vere an 5,377 .20 4,179.55 834.99 362.66 
Shoe Se. Seo 9,354.08 4,628.80 Srp ihe CAs 1,407 .53 
Handkerchief ..... 4,678.98 Qo. 20 1,140.16 763 .52 
INO tion Saeeeeece 3,311.46 2,486.88 564.63 259 .95 


Motalsiecaenia een. te $53,822 . 57 $29,602.41 $19,376.11 $4,844.05 
| 


INSTRUCTIONS: 1. Prepare a report for the sales manager showing 
these facts and such percentages as you think might be of value. 


2. Explain the significance of the results shown by the report you have 
prepared. 


|: 


CHAPTER LXIV 
ACCOUNTING FOR PURCHASES AND INVENTORIES 


Need for Control] of Purchases and Inventories 


All mercantile and industrial firms must make frequent pur- 
chases of commodities. In a mercantile business, such as a depart- 
ment store, the goods to be sold are purchased in the finished or - 
salable form. Ina manufacturing firm, the raw materials used 
in the production of the commodity or service sold must be pur- 
chased. Usually the cost of these materials constitutes a large 
part of the cost of the finished product. 


What constitutes finished stock in a particular business 
depends upon the character of the product offered for sale to the 
customers of the business. The finished stock of the King Foundry 
Company becomes the raw material of the Jones Desk Manu- 
facturing Company. The lumber, as it comes from the mill of a 
lumber company, may be finished stock if the lumber company 
offers the green lumber for sale to its customers; or the sawed 
lumber may be seasoned and planed and so made into finished 
lumber of the higher grades. Materials are either (a) raw mate- 
rials; (b) goods in process; or (c) finished stock, depending upon 
the stage of their utility to the customers of the selling company. 
For census purposes materials may be classified as “raw materials” 
or ‘‘basic materials,’’ but that classification does not hold in the 
reports of any specified company, where the only test must be 
that finished stock is stock in the form demanded by customers. 


The finished stock of a company may be produced in the 
factory of the company from raw materials; or it may be assem- 
bled and altered from parts in the alteration room of the company; 
or it may be purchased as finished stock. In any case, purchases 
must be made either of the finished material or of its components. 
The transactions arising from the purchases made usually con- 
stitute a considerable portion of the total transactions of the 
business. In order that these transactions may be recorded 
easily and accurately, it is necessary that the procedure followed 
and the forms used by the purchasing department be such that 
the information necessary to serve as a basis of the accounting 
entries may be presented in a convenient and accurate form. 


967 
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Forms Used in Purchasing 


The most important forms used in purchasing are (a) the 
purchase requisition, (b) the purchase order, and (c) the purchase 
invoice. There are other miscellaneous forms which are some- 
times used; these are stated subsequently. 


The Purchase Requisition 


The purchase requisition is the form on which is initiated the 
request for the purchase of materials or supplies. It originates 
outside of the purchasing department. The requisition for raw 
materials and supplies should be made from the stores records. 
The requisition for equipment or for extraordinary materials 
originates with the department requiring the equipment, or for 
extraordinary materials originates with the department requiring 
the equipment or materials. The essentials of a purchase requi- 
sition are shown by Illustration No. 155. 


TENNESSEE COPPER & CHEMICAL CORPORATION 
Requisition No. 1350 Lockland, Ohio, _adegit- 19, 92.7 
Mi OL! Or See ee ee 

Please secure the following materials which will be required tye 4 26, 927 

bie fey ‘ 


Delivery should be made by ey, 


QUANTITY ARTICLES 


Signed LUD, ig 
ee a el 


Illustration No. 155, Purchase Requisition 


The Purchase Order 


Regardless of the nature of the purchasing organization or of 
the kinds of goods that are to be purchased, there must always 
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be issued some sort of a purchase order from the purchaser to the 
one from whom the goods are purchased. There are some points 
in the design and use of the purchase order of importance to 
accountants; namely: 


(1) Instructions and conditions; 
(2) Number of copies and distribution thereof; and 
(8) Use of purchase order by purchasing department. 


There is a great variety of instructions and conditions which 
may be placed on the purchase order. The most important of 
the instructions which may be found on it are the following: 


(eS VSIA, eraid aera ee cen eR eee 

(b) Invoices must be rendered in duplicate. 

(c) Mail bill of lading with invoice. 

(d) ‘Our’ order number must appear on all invoices. 

(e) Acknowledge receipt of order and specify delivery date.” 


PURCHASE ORDER 


TENNESSEE COPPER & CHEMICAL CORPORATION 
(CINCINNATI DIVISION) 


Order No. 1500 Lockland, O. Sept. 22, 1927 


To Queen City Supply Co. 
Pearl and Elm Sts. 
Cincinnati, Ohio 
Freight 
Please deliver this company the following materials 1 Express 
Truck X 
and charge to our account, sending original Bill Lading and Invoice in Duplicate. 


4" 36" Hammer Handles 
4 kegs 20d Nails 


6 doz. #47 W. H. Brooms @ 
@ 
@ 
oe 10d Nails @ 


TENNES OPPER & CAL CORPORATION 


By Ease SISK 


® 


LJP-R 
WJS-1350 


(See that the above order number is shown on your invoice.) 


ORIGINAL 


Illustration No. 156, Purchase Order 
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Some of the conditions which may appear on the order are: 


“(qa) Materials are purchased subject to inspection. 
(b) Goods in excess of quantities ordered will be returned 
at vendor’s expense. 
(c) Packing and carting charges will not be allowed. 
(d) Right to cancel is reserved if order is not filled within 
a reasonable length of time. 


(e) Seller guarantees that sale or use of articles will not 
infringe any United States patent.”’ 


The conditions may appear on the face of the order or they 
may appear on the reverse side. In the latter case, it is customary 
to have on the face a statement to the following ‘effect: 


“By acceptance, seller agrees to all conditions specified on 
the face and back of this order.”’ 


The purpose of this statement is to insure that the conditions 
will be brought to the attention of the vendor. 


The practice with reference to the number of copies to be 
made isnot uniform. In most cases at least three copies are made. 
The original copy goes to the vendor, one copy is retained by 
the purchasing department, and one copy is sent to the receiving 
department. The latter copy is used in checking up the goods 
when they are received. Often a fourth copy is sent to the de- 
partment which has made the requisition and serves as a notice 
that the requisition has been honored. Often two copies are 
retained by the purchasing department and one copy filed under 
the name of the vendor and the other filed under the date of 
delivery. 


The purchasing department usually uses its copy as a means 
of follow-up. This copy may be ruled differently from the other 
copies so that certain information can be entered on it. Some 

of the information which may be entered on this copy is: date 
acknowledged by vendor, date of shipment promised, quantity 
received, amount canceled, balance due, and letters written. 


The advantage of having all information in one place is appar- 
ent. Sometimes this information is entered on the back of the 
copy of the purchase order instead of on its face. 


When the goods called for by the purchase order have been 
received or the order canceled, the copy of the order will be 
removed from the “‘unfilled order’’ file and placed in the “‘filled 
order” file. The advantages of maintaining a file of unfilled 
orders classified by date of delivery will be explained in a subse- 
quent paragraph in this chapter. A simple form of a purchase 
order is shown in Illustration No. 156. 
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The Purchase Invoice 


The student is familiar with the form and content of the 
purchase invoice. A typical form is shown in Illustration No. 46, 
Volume I. The present discussion will be confined to the proce- 
dure involved in the handling of the purchase invoice. 


Purchase invoices should pass from the incoming mail clerk’s 
desk directly to the purchasing department. Some method must 
be employed to show the compliance with each step in the routine 
of verification and entry of the invoice. Sometimes this is indi- 
‘cated on the back of the invoice by the use of a rubber stamp. 
Sometimes a printed form is attached to the invoice and each 
approval is entered on this form. The routine of handling the 
invoice should include the following: 


(1) By the purchasing department 
(a) Verifying date of invoice. 
(b) Checking invoice with purchase order. 
(c) Verifying price and terms. 
(d) Approval of invoice by purchasing agent. 


(2) By the traffic department 
(a) Verifying transportation charges or allowances. 


(8) By the accounting department 


(a) Checking invoice with the receiving report. 

(b) Verifying calculations on invoice. 

(d) Designating, by symbol, account to be charged. 
(e) Posting invoice to purchase record. 


In some cases the account to be charged is indicated by the 
purchasing department before the invoice is sent to the account- 
ing department. 


Other Purchase Forms 


Forms used by the purchasing department other than those 
discussed in the foregoing paragraphs are: 


(1) Request for quotation. 

(2) Quotation record. 

(3) Record of purchases from different vendors. 

(4) Catalog index. ' 

(5) Index of vendors (according to kinds of business to 
indicate sources of supplies). 


These forms will not be discussed in this chapter, for they 
do not bear a direct and close relation to accounting procedure 
or accounting records. 
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Purchase Records 


The most important information needed to exercise control 
over purchases and the purchase procedure is obtained from 
records of three kinds: 


(1) The record of original entry for purchase invoices. 


(2) The accounts or statistical records which provide a 
classification of the purchases made. 


(83) The unfilled order records or files. 


The student is familiar with the method of making the original 
entry for the purchase invoices. These entries are made in the 
purchase journal or the voucher register, the form and use of 
which have been discussed and illustrated in previous chapters. 
It is necessary to explain briefly the method of classifying pur- 
chases and unfilled orders. 


Classification of Purchases 


Purchases may be classified in various ways, but the classi- 
fications of most value are: 


(1) By commodities. 

(2) By departments or units of responsibility. 
(8) By terms of credit. 

(4) By vendors. 

(5) By buyers. 


If a commodity analysis of sales is made, it is desirable to 
have a commodity analysis of purchases that gross profit by 
commodities may be obtained. A commodity analysis of pur- 
chases is also of value in planning inventory control, since mini- 
mum quantities and quantities to order can be worked out for 
each commodity. 

In a business where there is any attempt toward departmental 
organization and control, both sales and purchases are usually 
classified according to the units of organization. If expenses ean 
be classified in the same manner, the efficiency of the department 
managers can be judged in terms of profit and loss. For example, 
in a department store the departmental managers are held 
responsible for the operations of their departments, and the sales 
and purchases are analyzed by departments so that departmental 
profit and loss can be determined. In a business with branches, 
the responsibility for the management of each branch is placed 
on the branch manager, and, in order to ascertain his efficiency, 
an analysis of purchases, sales and expenses by branches is 
necessary. 
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In planning the disbursements for purchases, it is necessary 
for the treasurer to consider the terms on which the purchases 
will be made. If he knows the terms on which purchases have 
been made during past periods, it will assist him in making an 
estimate of the terms of future purchases. It may be desirable, 
therefore, to maintain an analysis of purchases by terms. 


The purchasing agent finds it of value in making contracts 
with vendors to know the amount of previous purchases from 
them. This may enable him to obtain better terms or conditions 
and to carry on his negotiations more satisfactorily. For this 
purpose a statistical record of purchases by vendors is often 
maintained by the purchasing department or by the accounting 
department for the benefit of the purchasing department. 


Sometimes it is desirable to know the quantity of purchases 
made by different buyers and the purchase invoices are analyzed 
accordingly. Such an analysis may be of value in assigning 
quotas to buyers and keeping a check on the amount purchased 
by different buyers or judging the wisdom of continuing the serv- 
ices of particular buyers. 


The student will understand that very rarely any business 
will maintain all the classifications explained in the foregoing. 
Each business will maintain the one or more classifications which 
are necessary to meet its problems. 


Method of Showing Classification of Purchases 


In each business there is one classification of purchases which 
is deemed of most significance, and this classification is set up 
in the ledger accounts. If other classifications are desired, they 
are maintained in supplementary records. The purchasing 
agent may keep a card record with vendors and enter in this 
record the purchases made from each vendor. ‘The treasurer 
may have all invoices pass through his department and have 
an abstract prepared showing purchases by terms of purchase. 
Other classifications may be maintained by interested parties. 
If more than one department maintains such a classification, 
care must be exercised to avoid duplication. Often centraliza- 
tion of such records promotes economy. 


Classification of Unfilled Orders 


Information of much value can be obtained from the unfilled 
purchase orders if a proper record of them is maintained. The 
unfilled orders may be classified to show any or all of the following: 


(1) Month of delivery. 
(2) Contract orders. 
(3) Orders subject to cancellation. 
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It should be apparent that it is quite important to know 
the month of delivery of the goods for which orders are outstand- 
ing. Without this information it is impossible to ascertain the 
proper delivery dates of goods still to be ordered. If orders are 
outstanding for goods to be delivered three months hence, this 
can have no effect on purchases necessary to satisfy the needs 
of the current month. It has an important bearing, however, on 
the placing of additional orders to be delivered in three months. 
The time of delivery is also of value to the financial executive in 
arranging for the payment of the goods delivered and to the 
operating superintendent in planning to store and handle them. 


Sometimes firms make contracts to cover their needs for 
some materials or goods for a certain period of time with an 
agreement to require deliveries as needed. For example, a 
printing company may make a contract with a paper mill to sup- 
ply the paper required for one year with an agreement to take a 
certain minimum and to receive deliveries within certain limits 
each month. It is important in planning future deliveries to 
know the amount of the orders issued and to be issued under 
such contracts and the extent to which deliveries under such 
contracts are subject to shifting. It may be desirable to speed 
up deliveries or to delay them, depending upon the extent to which 
the sales program may exceed or fail to reach the estimated 
program. 


In some cases purchase orders are issued subject to cancella- 
tion under certain conditions and with proper notice. If such 
orders are outstanding, it is desirable to have their amount 
available that the possible reduction or change in the purchasing 
program may be the more readily determined. 


The purchase orders outstanding may be recorded in a colum- 
nar record which provides for the classifications desired, or they 
may be filed in such a way as to show the classification. For 
example, a copy of the purchase order may be filed under the 
date of delivery, and at any time the total to be delivered on a 
particular date can be ascertained by obtaining the total of the 
file for that date. The form of the record is immaterial if it pro- 
vides the information desired in proper form. ; 


Methods of Ascertaining the Amount of Inventory 


Under all the methods of purchasing control, it is necessary 
to obtain the amount of the inventory at frequent intervals. 
Inventory statistics are necessary both in preparing merchandise 
plans and in controlling the plans made. They are also necessary 
for preparing the periodic financial statements, such as the Bal- 
ance Sheet and Statement of Profit and Loss. 


\, 
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These statistics may be obtained by the use of one of the 
following: 


(a) Perpetual inventories 
(b) Estimated inventories 
(c) Physical inventories 
(d) ‘‘Retail’’ inventories 


Perpetual Inventories 


A perpetual inventory requires the maintenance of a record 
with each article of goods carried in stock which will show the 
number of units purchased, the number sold or consumed, and 
the number on hand. Such records have come to be known as 
perpetual inventory records, stock records, stock ledgers, or 
balance of stores. The simplest form of a perpetual inventory 
record is shown in Illustration No. 157. 


INVENTORY RECORD 


ITEM _—Ooontimadeons Lied bumed) 
Poa [Resins | sou ose [ bre [errs] soa | tore 


, 4) 


Illustration No. 157, Simple Form of Perpetual Inventory Record 


This record provides columns for showing: (a) “Date’’— 
in this column is recorded the date of each entry on the record; 
(b) ‘‘Received”—in this column is recorded the amount of the 
goods received into stock; (c) ‘‘Sold’’—in this column is recorded 
the amount of goods sold; (d) ‘‘Balance’”—in this column is 
recorded the amount of goods on hand, which is obtained by 
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subtracting the goods sold from the beginning balance and 
adding the receipts. This form of record will show the amount 
on hand at any particular time; this is why it is termed a perpetual 
inventory record. 

The inventory record may be kept in quantities only, in 
terms of value only, or in terms of both quantities and value. 
The terms in which it is kept will depend on the nature of the 
product and the nature of the information desired from the 
inventory records. 

Perpetual inventory records are very useful for some lines of 
merchandise, but they are not practical for other lines. For 
example, they can be used by a department store for its house- 
hold utilities and shoe departments, but they can not be used 
satisfactorily for its millinery or ladies’ ready-to-wear departments. 
In the first-named departments, there are several units of a 
standard article on hand at all times and those sold are replaced 
by identical articles. Of course, some articles will be dropped 
and other articles added from time to time. This is especially 
true in the case of high-priced shoes, which are more susceptible 
to style changes than the low-priced brands. In the last named 
departments, each article on hand may be different from each 
other article and when an article is sold it will probably not be 
replaced by an identical article. 

When perpetual inventory records can be used satisfactorily, 
the problem of controlling inventory is usually simplified. Mini- 
mum and quantity to order can be worked out and entered on these 
records. When the record shows that the inventory has fallen 
to the minimum, a request is made for the quantity to order. 
By this method the control of inventory becomes largely a matter 
of routine procedure. 


Estimated Inventories 


Many merchants who desire frequent inventories use esti- 
mated inventories for those lines of merchandise where it is not 
practical to use perpetual inventories. The estimated inventory 
is checked by a physical inventory once or twice a year. The 
estimated inventory is based on the formula that the actual 
inventory at the beginning of the period, plus purchases for the 
period, minus the estimated gross profit subtracted from the 
sales, equals the ending inventory. The method of arriving at 
this formula is seen easily by considering the trading section of 
the Statement of Profit and Loss. 

The trading section of the Statement of Profit and Loss of 
the Brown Mercantile Company for the month of December is 
shown below. From the statement therein, it is possible to pre- 
pare the following equation: Sales minus Beginning Inventory 
minus Purchases plus Ending Inventory equals Gross Profit. 
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THE BROWN MERCANTILE COMPANY 
STATEMENT OF PROFIT AND Loss FoR MoNTH ENDED DECEMBER 31, 192.. 


SEUSS ohn oie 6 cane Doe 75,000 

awentoryeDecem persian a er ee ae 25,000 

IPUnrCMasesnOremOnt hari se eee 44,000 

Total merchandise to account for........ 69,000 spl! 

Inventory-December 31..............:.. 16,500 
CWOStrOleZOOdS SOG ee er ee 52,500 
GrosssprolitcoNesal Conan ner eres 22,500 


Ordinarily when a Statement of Profit and Loss is made, the 
only unknown quantity is the gross profit and it is obtained by 
this equation. When it is desired to use this formula for esti- 
mating the ending inventory, there are two unknown quantities: 
the ending inventory and the gross profit. One of these must be 
ascertained before the equation can be solved. This is accom- 
plished by estimating the gross profit. To do this the ratio to 
sales of the average gross profit during the past periods is deter- 
mined, and this percentage is applied to the sales of the current 
period to obtain the estimated gross profit for this period. 

To illustrate, it is found that the average gross profit of the 
Brown Mercantile Company during the past three years has been 
thirty per cent of sales. It is thought that the average gross 
profit of these years is indicative of the profit of the month of 
December of the current year. By taking this percentage of 
the sales for this month, the estimated gross profit is calculated 
to be $22,500. By using this figure the equation given above 
can be stated as follows: $75,000 minus $25,000 minus $44,000 
plus Ending Inventory equals $22,500. By transposition and 
solving, the Ending Inventory is determined to be $16,500.00. 
Since the gross profits on different lines of goods vary, it is neces- 
sary to perform this calculation for each line of goods if an accu- 
rate estimated inventory is to be obtained. 

It should be evident that estimated inventories can be only 
approximately correct. If the merchandise manager has before 
him only estimated inventories at the close of each month or 
fiscal period, he must use his judgment in basing his actions on 
them. In any case frequent tests should be made to verify the 
accuracy of the estimate. Estimated inventories are of value 
not only in controlling the amount of purchases, but may also 
be used in preparing monthly Statements of Profit and Loss 
which will serve to indicate the profit trend. These statements 
must, of course, be used with judgment since they are based on 


estimates. 
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Physical Inventories 


Physical inventories consist in taking an actual count of the 
goods on hand and the ascertainment of their value on the basis 
established for inventory valuation. Some firms rely on physical 
inventories entirely, and all firms use them to some extent. Even 
though perpetual or estimated inventories are used, they should 
be checked periodically by a physical inventory. It is almost 
impossible to maintain a perpetual inventory free from errors, 
and estimated inventories can usually be only approximately 
correct. 


Some department stores take an inventory in some depart- 
ments of the store every two weeks. Such a check-up at frequent 
intervals is especially desirable in the case of variety goods where 
fashion and styles play an important part. Practically all firms 
which maintain an accounting system take a physical inventory 
yearly, and there is some tendency toward semi-annual and 
quarterly inventories. It has been found that if a standardized 
procedure for the taking of inventories is properly worked out, 
it is not so great a task as it was formerly thought to be. 


Retail Inventories 


Retail firms have developed a method of taking inventory 
which is known as the retail method of inventory. The essence 
of this method can be stated briefly. A physical inventory is 
taken at sales price. The percentage of average mark-down is 
subtracted from the percentage of average mark-up and the 
resulting percentage applied to the inventory at sales price to 
obtain the average gross profit. The average gross profit, as thus 
ascertained, is subtracted from the inventory at sales price to 
obtain the final inventory at cost. For example, the average 
mark-up on article X is 35 per cent and the average mark-down 
is 5 per cent, leaving a difference of 30 per cent. The inventory 
of article X at sales price is $30,000.00. The estimated gross 
profit on articie X, then, is $9,000.00 and its inventory value is 
$21,000.00. 

This method of inventory valuation is permitted for income 
tax purposes under present regulations. It is claimed that it is 
more convenient for retail stores than valuing inventories at cost 
or market, whichever is the lower. It is also claimed that it is 
the easiest way to show the effect of falling prices on the inven- 
tory, and is a conservative method of valuation since it auto- 
matically gives effect to all mark-downs made on goods either 
because of falling prices or excess or improper buying. It should 
be noticed, however, that if a firm follows the policy of marking 
up its sales price on all goods in stock as purchasing prices in- 
crease, this method will also result in taking these increases into 
the inventory. To do this is questionable to say the least. 
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Purchase Reports 


It is not customary to make many reports which present 
information with reference to purchases only. Purchases con- 
stitute the major item of the cost of goods sold. Consequently 
all reports dealing with profits must take purchases into consid- 
eration whether or not they are shown as a separate item on the 
report. This is true in preparing the Statement of Profit and 
_ Loss and in preparing reports showing gross profits on sales and 
net profit on operations, such as were discussed in the chapters 
on sales records and reports. The report on gross profits is of 
as much value to the purchasing department as to the sales depart- 
ment, since the price at which the goods are purchased is a con- 
trolling factor in determining the gross profit. The selling price 
of the article may be determined by adding a certain percentage 
to the cost price, known as the ‘mark up,” or in may be deter- 
mined by the competition of other businesses in the same line. 
Unless the business has a monopoly on the goods sold, competi- 
tion is likely to be an important factor in determining the amount 
of the ‘‘mark up’’. If the selling price is made too high, com- 
petitors will secure the sales which the business might otherwise 
obtain. Even if a business has a monopoly, it is not wise to make 
the price exorbitant, for this will cause customers to refrain from 
purchasing. In any case the cost of purchases is a controlling 
factor in determining gross profit. 


In a business selling several lines of product, a report on gross 
profits may be made in the form of Illustration No. 158. 


REPORT ON GROSS PROFITS 


Esti- Per Per Same Per to of Est. || Gross 
This mated Cent Last Cent Month Cent || Sales || Profit || Profit 
Commodity || Month This Inc. Month Inc. Last Inc. For || to Est. to 

Month or or Year or This |} Sales || Sales 


DoD EP HI Petr cet iretealllleeats eleven ate ee al ees ares eel sell Weave All| eae er Alters Aes cad 


Illustration No. 158, Report on Gross Profits 


In addition to gross profits, the purchasing department exer- 
cises contro! over buying expenses and inventories. It is desir- 
able, therefore, to have reports which will make possible effective 
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control of each of these. A report on buying expense may be 
made as shown in Illustration No. 159. - 


REPORT ON BUYING EXPENSE 


Per Per | Per Per 

Lines Esti- Cent Cent Same Cent To To Cent 

of This mated Inc. Last Inc. || Month |} Inc. Date Date Inc. 
Merchandise || Month This or Month or Last or This Last or 

Month || Dec. Dec. Year Dec. |} Year Year Dec. 


Totals al pene ai Us ea | el eID cell eee are 


Illustration No. 159, Report on Buying Expense 


Illustration No. 159 assumes that the buying expense is to be 
allocated to lines of merchandise. In some businesses this is not 
feasible. In such cases a monthly report may be made in the 
same form as Illustration No. 159, except the first column will 
show a classification of buying expenses instead of ‘Lines of 
Merchandise.” If a business does not estimate its expense in 
advance, the third and fourth columns will be eliminated. Al- 
though most businesses do not prepare such estimates at present, 
the practice of doing so is rapidly increasing. 


A report on inventories which will serve the needs of the pur- 
chasing department can be made in the form shown in Illustra- 
tion No. 160. 


REPORT ON INVENTORIES 


Average || Average Turn- 
Per Inven- Per Inven- Inven- Per || Turn-|| over 
Lines Inven- Inven- || Cent tory Cent tory tory Cent || over || Same 
0 tory tory Inc. Same Inc. This Last Inc. || This || Quar- 
Merchandise This Last or Month or Year Year or || Quar-|| ter 
Month Month || Dec. Last Dec. to to Dec. || ter || Last 
Year Date Date Year 


Illustration No. 160, Report on Inventories 
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QUESTIONS FOR CLASS DISCUSSION 
Be fick 


Explain and illustrate the difference in the purchases of a 
manufacturing business. and those of a retail department store. 


eee 


What is the distinguishing difference between finished goods 
and raw materials? 


BAG re 


The purchasing agent of the X Company receives three pur- 
chase requisitions. ‘The first calls for the purchasing of raw 
materials; the second, for the purchasing of machinery and 
equipment to be used in manufacturing; and the third, for furni- 
ture to be used in the office of the sales manager. Explain the 
origin of each of these requisitions. 


fay, ole 


Explain the use by the purchasing department of the copy of 
the purchase order which it retains. 


fate pee 


A purchase invoice is received at the mail clerk’s desk of the 
Jones Mercantile Company. ‘Trace this invoice from this time 
until it is permanently filed. 


fab phi 


You are requested to examine the purchase records, procedure, 
and routine of the X Manufacturing Company. You find that 
their purchase records are inadequate, and decide to recommend 
the installation of a voucher register. The accounting depart- 
ment is unfamiliar with the operation of this register. State the 
instructions you would give with reference to its operation. 


ey 


“The purchasing agent finds it of value in making contracts 
with vendors to know the amount of previous purchases from 
them.” Explain how this information may be obtained by him. 


BO ae 


For what purpose is it desirable to maintain a classification of 
purchases by terms? How may this classification be shown? 
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tO 

(a) Explain and illustrate why it is important to estimate 

the purchases to be made. (b) What information is necessary 
as a basis for the preparation of such an estimate? 


er 
Explain the value to the purchasing department of a report 
showing gross profits by lines of merchandise. 


po, pik: 

Explain the information which the purchasing department 

should obtain monthly with reference to inventories. Explain 
the value of this information to the department. 


bis By iy pee 

Outline a procedure to be followed by the stock record clerk 

for keeping a perpetual inventory record ruled as in Illustration 
No. 157. Name the voucher which supports each entry. 


Ete fed 

The perpetual inventory record of the George Branham 

Hardware Company shows a balance of item X on hand of 3,180 

pieces. By actual count, only 3,125 pieces are on hand. Name 

some probable causes for this discrepancy, and state how you 
would adjust the records. 


see ye 
The Freeman Music Company keeps perpetual inventory 


records for classical music and teachers’ supplies, but not for 
popular music. Do you see any reason for this difference? 


eR ee 

The Crawford Mercantile Company uses ‘‘estimated”’ inven- 

tories in its cutlery department. During November, cutlery sales 

amounted to $1,000.00, the beginning inventory was $1,500.00, 

purchases $500.00, and the average gross profit 40% of sales. 
What is the amount of the estimated ending inventory? 


cae Pot tes. 
_ The actual cutlery inventory November 30 was $1,200.00 
instead of the estimated amount. What would be the effect on 
the Statement of Profit and Loss prepared November 30? 


ny pee 

Describe the method of taking a “retail” inventory. Name 
some businesses in which this method would be used. State an 
objection to its use. 
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LABORATORY MATERIAL 


Exercise No. 236 


You have been employed by the S. S. Pierce Grocery Company 
to make a detailed study of its organization and accounting 
methods. Upon an examination of its purchase records, pro- 
cedure and routine, you decide that: 


1. Purchases should be classified: 
(a) By departments. 
(b) By terms of credit. 
(c) By buyers. 


2. Monthly reports should be made to the merchandise 
manager and the departmental buyers showing the following: 
(a) Gross profits by lines of merchandise. 
(b) Buying expense by departments. 
(c) Inventory classified by lines of merchandise. 


INSTRUCTIONS: Write a report addressed to the president of 
the company explaining the need for and purpose of each of the changes 
stated above. 


Exercise No. 237 


The Trial Balance of H. M. Jones on December 31, 19.., is 
as follows: 


H. M. JONES 
TRIAL BALANCE, DECEMBER 381, 19.. 

COSA aee Leeper Marie bar ulntais vabdte ore wud an 11,000 

iS INGEN AOS. aah on gece ena oeeonoos 1,300 

INCcoumusmecelviallemun sae es eee 2,500 

Mienchandiscmae manta ir. e 3,300 

MumniGunesa id MIX bUnes mesa sie) ack at: 200 

ISSEY | ID NT Ds vee etc cey et oeneee Fass eA Pon ora 7,000 

Bl Seay aol ecwemeer tee wets sth iaeien eee aes 2,700 

INGGOMIMS [PENANG 5 once eeneccoeoone 4,500 

lsvgopeaSiNE INO; Ib, Je senbocadogmodss asst 302 330 

ShipmentuNiO. sreeewrmnscsas sc crea. as 620 480 

ShipmenteNiowomessc ss aoe era ae 2,000 

ERP CTS C Retains cM ternaety Srcwnon. “chelate ca tena cn 550 

Merchandise: Discounts) sse eee ete 130 220 

IDIRVEORbT ARS Se ces eh Ae een Meee eae una oe 30 80 

ENberes tye tee ee ee ieee eoriiens eae. bone ee ees 5 25 

ip ieOnes\ EFOpretol erin ere: 20,502 
28,837 28,837 
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Investigation of the accounting records and supporting data 
discloses the following: 


1. A fire which occurred on December 20 resulted in the 
destruction of all the merchandise, the furniture and fixtures, and 
the building. The accounting records were saved by being in a 
safe. This safe is so badly damaged by the fire that it is not | 
thought to be of any salable value. The lot on which the build- 
ing stood is estimated to be worth $6,000.00. 


2. The merchandise represented by Shipments Nos. 1 and 
2 has all been sold and final accounting made therefor. No 
returns have been received from Shipment No. 3; it is valued at 
cost as shown in the Trial Balance. The term “shipment” here 
refers to merchandise which the owner has sent out to be sold on 
his account and risk. ‘Consignment Out” may also be used as 
the name of an account of this nature. 


3. An analysis of the Merchandise account shows the 
following: 


Inventory; December -.c eo ne ee $ 4,000.00 
Purchases. for December. ciaccce.. 2) ae. ee te COU 00 
Krerght. andiGartagenin 3 jn, eee eek eee 390 .00 
Bales: COtne Ortiren. a yee ee eee ee 11,150.00 
Insurance received on stock lost by fire...... 3,000.00 
Cost of goods destroyed by fire............. 8, 000.00 
Cost of goods shipped to commission mer- 

chantse tn Sai MOG RUNS CB AE. dopactl eee 2,700.00 


The Merchandise account was credited with the cost of 
goods shipped to commission merchants and with cash received 
from the insurance company. You deem it desirable to set up 
a Fire Loss account which will be debited with the cost of goods 
destroyed and credited with the returns from insurance. This 
account will also be debited with the book value of all other 
assets destroyed and credited with returns from insurance. The 
balance will be transferred to Profit and Loss. 


4, An analysis of the Real Estate account shows a debit for 
cost of $12,000.00 and a credit for insurance of $5,000.00. The 
cost of the building should be transferred to the Fire Loss ac- 
count and this account credited with the returns from insurance. 


INSTRUCTIONS: 1. Make adjusting entries necessary: 


(a) To close the Merchandise account and open accounts with the 
following: Inventory, Purchases, Sales, Freight and Cartage 
In, Fire “Loss: 


(b) To adjust the account with Real Estate; 
(ec) To close Furniture and Fixtures into the Fire Loss account. 
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2. Prepare a Balance Sheet. 
3. Prepare a Statement of Profit and Loss. 
4. Make the closing entries. 


Exercise No(238 


The Trial Balance of H. B. Smith on June 30, 19.., is as 
follows: yf 


He Bs SMITE 
TRIAL BALANCE, JUNE 380, 19.... 


CEN ee eee Cn! aera ae 3,400 

INoresRecelvablews i Sa ae 1250 

Accounts Receivable................. 4,500 

Merchandise Inventory............... 3,600 

Delivery Hquipmente- es 65 see 3,000 

INU DORE Sal UPAR. ge gab oo eo hoe 1,000 

BUG o Seep eae r etree eo aie ci Oe 15,000 

ASAT UNGR a PONE nee ine ee 3,000 

ING tesHe ayia leleere rt et. ane S ae 2,000 

INCCOUNtSHb aya DO yee ony ead c 5,000 

IRE, TOP ID yas Gil WBiuNK ENO. a ke 3,000 

Res. for Dep. of Del. Equip........... 600 

Res. for Dep. of Furniture and Fixtures 200 

Reserve for Loss on Bad Debts........ 120 

1Bbs 18h, Cyaan (OR Vor: oo ae ald poe ik a ooo 9,515 

SENG. acest 2 a See ite Se Si ape Ae rk Oe 450 20,000 

Une a ses wate) tea hee hae 1,200 250 

rele Mbeki mre tet eslororine ns foes es 400 

Sellimoghixpensen.tevyv.danecn4 rte ae 1,800 

Generalelixpenser iss ance tees 1,200 

ID ehivienya PIXPCNSO cr. ois cel cse ee eee oe 800 

Insurance (Repaid). o).:45............- 125 

LE GU HEEL. 4 C8 Bony A en 90 130 
40,815 40,815 


An examination of the records and supplementary data dis- 
closes the following: 


1. Merchandise inventory, June 30, $3,000.00. 


2. Yearly allowance for depreciation: 

On building, 5% of cost. 

On delivery equipment, 20% of cost. 

On furniture and fixtures, 10% of cost. 

The depreciation on building and furniture and fix- 
tures is to be charged to General Expense. The deprecia- 
tion on delivery equipment is to be divided equally 
between Freight In and Delivery Expense. 
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Estimated loss on bad debts, 1% of sales for the year. 
Accrued interest on notes payable, $30.00. 


Insurance expired, $65.00 
This will be charged to General Expense. 


Supplies on hand, $34.00. 
These supplies when purchased were charged to Gen- 


eral Expense. 


INSTRUCTIONS: 1. Make the adjusting entries. 

2. Prepare a Balance Sheet. 

8. Prepare a Statement of Profit and Loss. 

4. Compute (1) turnover for the period; (2) the ratio of gross profit 
to sales; (38) the ratio of operating expenses to sales; (4) the ratio of net 
profit to sales; (5) the ratio of net profit to the average invested capital 
for the period. 


Coe ae: 


CHAPTER LXV 
COST ACCOUNTING 


Meaning of Cost Accounting 


In a manufacturing business, the goods sold are usually pro- 
duced by the company. This necessitates that raw materials be 
purchased and with the aid of labor and equipment be converted 
into the finished goods the company offers to its customers. To 
provide a proper control of the purchases of materials, labor and 
equipment and the proper use of these after they are purchased, 
it is necessary to have accurate records of (a) the expenditures 
made for these purchases and (b) the results obtained from the 
manufacturing operations. The process by which such records 
are maintained and used is called cost accounting. 


Relation of Cost Accounting to Management 


Cost accounting is an aid to management in accomplishing 
the following: 

1. The establishing and maintaining of proper sales prices. 

2. The determination of production efficiency. 

38. The proper statement of Balance Sheet values and 
operating results. 

4. The control of future expenditures and the planning 
of future operations. 


It is sometimes said that the cost of goods manufactured is 
the major factor in fixing the sales price. This statement is based 
on the assumption that the sales price is arrived at by adding the 
cost to sell the product plus the desired profit to the manufactur- 
ing cost. In most cases, however, the fixing of the sales price is 
not so simple as this method indicates. Sales prices in most lines 
of business are not the result of the costs of any one manufac- 
turer but are the result of the competition between all manufactur- 
ers within a locality. If one manufacturer has a decided advantage 
in the production or sale of goods over another manufacturer, it 
is quite obvious that he may be able to undersell his competitor 
with the result that his competitor will not make a satisfactory 
margin of profit. 


987 
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Cost accounting is, however, a very definite aid in the estab- 
lishment and maintaining of sales prices. If the cost of goods 
manufactured is not known, it is impossible to know what a fair 
sales price would be and if the cost is known and the margin of 
profit is low, it gives opportunity to the management to change 
the design of the product if necessary, or to attempt to reduce 
its production cost. A knowledge of the cost also gives the man- 
agement facts upon which it can decide whether or not a reduc- 
tion in the sales price is advantageous or whether or not an 
attempt should be made to sell at a higher price against compe- 
tition. 

The cost accounting reports will show the management 
whether the efficiency of the plant is increasing or decreasing, as 
shown by the increasing or decreasing unit costs. It thereby 
aids in placing a definite responsibility for the efficient produc- 
tion of the goods upon the plant management. If the company 
has more than one plant manufacturing the same product, it 
gives a comparison of the relative efficiency of the different plants. 


In many industries there is a trade association to which the 
majority of the members of the industry belong. These associa- 
tions often receive cost information of the various companies 
and compile reports showing the costs of the various members. 
The cost accounting systems of the members will in this way 
enable the manufacturers to determine their relative efficiency in 
manufacturing within the industry. 


We have seen in Chapters LVII and LVIII that cost data 
are necessary for the preparation of an accurate Balance Sheet 
and Statement of Profit and Loss for a manufacturing business. 
Without such a system it is impossible to ascertain the profit or 
loss made without taking a physical inventory, and it is very 
difficult to arrive at the value of such an inventory if cost data 
are not available. 


The compilation of cost data gives the management facts 
upon which to base estimates for the future planning of its pro- 
duction. By the use of accurate data on past costs, it can ascer- 
tain the lines of products it should seek to sell in large quantities 
and the lines it should discontinue or sell in as small quantities as 
possible. After the quantity of goods to be produced has been 
ascertained, cost information is necessary to ascertain the cash 
required to finance the manufacturing program. Such data are 
essential for accurate planning of all the manufacturing activities. 


Inventory Records 


_ The manufacturing process begins as the result of the deci- 
sion of the management that additional goods are needed to meet 
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sales demands. The factors which should be considered in arriv- 
ing at this conclusion will vary to a considerable degree in differ- 
ent companies and even in the same company with reference to 
different products. 


In a small manufacturing business, where it is possible for the 
owner or manager to supervise actively all departments of the 
business, a decision that a specific product should be manufac- 
tured may rest upon the following considerations: 


1. The manager knows from past records that sales of 
Item A are approximately 6,000 pieces a year. 


2. The finished product in reasonable quantities can be 
produced in sixty days after the factory is directed to 
commence production. 


8. By looking over the finished stock the manager esti- 
mates there are now approximately 1,000 pieces avail- 
able for sale. 


4. Ifthe sales average about 1,000 pieces every sixty days 
(annual sales, 6,000), and if it takes about sixty days 
to produce a lot of 1,000, then since there are now ap- 
proximately 1,000 pieces available, production should 
be started on 1,000 more because by the time the new 
lot is produced the 1,000 pieces now available will have 
been sold. 


Such planning is possible where a business is small and where 
the manager of the business has only a few important problems 
with which to deal. In a large business which manufactures 
several hundreds or even thousands of items, it is impossible for 
the production manager, much less the general manager, to 
* remember all the information necessary for a decision to manu- 
facture a certain product. Consequently it is necessary to have 
records which provide information on which the manufacturing 
operations can be based. Such records have come to be known 
as perpetual inventory records, stock records, stock ledgers, or 
balance of stores. Many manufacturing firms refer to these as 
“balance of stores,’”’ and they will be so termed in this discussion. 


The simplest form of a balance of stores record is shown in 
Illustration No. 161. It provides columns for showing: (a) 
“Date’’—in this column is recorded the date of each entry on 
the record; (b) ‘“‘Received’”—in this column is recorded the 
amount of the goods received into stock; (c) ‘‘Sold’”—in this 
column is recorded the amount shipped to customers on sales 
orders; (d) ‘‘Balance’’—in this column is recorded the amount of 
goods on hand, which is obtained by subtracting the goods sold 
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from the beginning balance and adding the receipts. This form 
of record will show the balance on hand at any specific time. 


BALANCE OF STORES 


Illustration No. 161, Simple Form of Balance of Stores Record 


But in planning production it is necessary to know not only 
what is on hand, but also how soon this will be sold. It takes a 
certain period of time to manufacture goods after the production 
department is directed to manufacture them. Consequently it 
is necessary to know when additional goods will be needed a 
sufficient length of time in advance to make it possible for the © 
production department to manufacture them by the time they 
are needed. As indicated by the discussion on page 989, this 
necessitates that an estimate be made of the probable sales dur- 
ing the length of a production period. From the ‘“‘Sold”’ column 
in Illustration No. 161, the sales during past periods can be ascer- 
tained. Considering the past sales in the light of business condi- 
tions under which the sales were made and the probable business 
conditions in the future, an estimate of future sales can be made. 
With this information available, the same calculations can be 
made as were suggested on page 989, where the business is small 
and production is regulated without the aid of inventory records. 


Although the simple form of balance of stores record shown 
in Illustration No. 161 is satisfactory in some cases, it is usually 
found that information in addition to that provided by this 
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record is necessary to plan production. As an illustration of the 
need of additional information it may be assumed that J. H. 
Brown orders 4,000 pieces of Commodity A, 3,000 pieces of Com- 
modity B, and 2,000 pieces of Commodity C. By an inspection 
of the stock records, it is found that there are now on hand 1,000 
pieces of Commodity A, 5,000 pieces of Commodity B, and 4000, 
pieces of Commodity C. It will be three weeks before additional 
pieces of Commodity A are received from the factory. It may be 
impracticable because of freight charges or other reasons to ship 
B and C now and A later. Therefore, shipment of B and C is 
delayed until A becomes available. Under these conditions there 
should be some method of indicating on the inventory records 
that 3,000 pieces of Commodity B and 2,000 pieces of Commodity 
C are sold, although they are still in stock. If this is not done, 
these items which are now in stock may be shipped to other cus- 
tomers and when A becomes available, either B or C, or both, may 
not be in stock, thereby delaying shipment to the customer who 
has the first right to these goods by reason of the prior receipt 
of his order. 


Again, if the order of Brown calls for 4,000 pieces of Commod- 
ity A and only 1,000 are on hand at the time the order is received, 
it should be shown on the inventory record that there is now a 
shortage of 3,000 pieces so that production can be started on a 
sufficient number of pieces to make up this shortage and leave an 
inventory of the size it is desired to carry. Unless the inventory 
records are designed to show the receipt of the order from Brown, 
the shortage it produces in Commodity A will not be shown, and 
by the time goods are produced to fill Brown’s order, other orders 
will have been received which may cause the shortage to con- 
tinue indefinitely. 


To eliminate this difficulty, inventory records have been 
devised which provide for a “‘Reserve”’ or “‘Applied’”’ column where 
entry of the customer’s order is made immediately upon its 
receipt. This form of balance of stores record is shown in Illus- 
tration No. 162. 


To familiarize the student with this type of balance of stores 
record, the entries appearing thereon will be explained in detail. 
Suppose that on the day the balance of stores record is opened, 
April 1, a physical inventory shows there are 12,500 pieces in the 
stock-house bin. This quantity is entered in the fourth or ‘‘Bal- 
ance” column. After looking through the files of customers’ 
orders, it is found that all orders for this particular commodity 
have been filled so that the quantity of 12,500 is available for 
sale. This quantity would be entered therefore in the “Available 
or Shortage” column. On April 5 an order is received for 4,000 
pieces, and this order is assigned the number EK6784. The num- 
ber 4,000 is entered in the “Applied” column and subtracted from 
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iy 


Pili BOO 


§,400 


W200 
BAGO 


Vai ORO. 
12,300 


Illustration No. 162, Balance of Stores Record with “‘Applied’’ 
Column 


the amount in the “Available or Shortage” column, thereby 
reducing the balance in that column to 8,500. On April 9 the 
quantity specified on order E6784 is shipped and an entry is 
made in the “Issued”? column, reducing the “‘Balance’”’ column 
to 8,500. The other entries for orders received, balance on hand, 
and quantities shipped are similar to the ones described. On May 2 
10,000 pieces of stock are received from the factory. This quan- 
tity is entered in the ““Received”’ column and added to the quantity 
in the “‘Balance’’ column and the “‘Available or Shortage’ column. 


The value of the “Applied” column lies in the fact that as 
soon as a customer’s order is received, it is entered in the “‘Applied’’ 
column and is subtracted from the balance of the “‘Available or 
Shortage”? column, which reduces the quantity available for sale 
and so gives notice when stock is being depleted, regardless of 
whether the customer’s order has been shipped or not. 
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Although Illustration No. 162 provides additional informa- 
tion and consequently affords an additional control over inven- 
tory to that provided in Illustration No. 161, there is one situa- 
tion for which it does not provide. Referring to the entries in 
Illustration No. 162, it will be seen that between April 5 and 
May 1 the “Available or Shortage” column shows a balance of 
less than 10,000 pieces. If it is assumed that 60,000 pieces of this 
item are sold annually and that it takes on an average sixty days 
from the time an order is issued to the factory to produce addi- 
tional items until they are delivered into stock, when the balance 
available falls to 10,000 items it is desirable to order additional 
production, since the 10,000 on hand will all be sold by the time 


BALANCE OF STORES 


| Ordered «|| Recelved |] lusued ) 4] [| Apeied. Iavoutauid 
Date ae 
ma Seales Sar Se || ar Se nt 


Ee 
/0,000 672 
f 672|| /4,000 
Fz |/0,000| 100% 


Minimum Maximum Quantity Unit [ Mipimam [Maximum | Quantity 7 Unit | number of Pieces Sold. _| 
Stock Stock to Order [ Mipimam [Maximum | Quantity 7 Unit | number of Pieces Sold. _| Number of Pieces Sold 


{2,500 a22z,600 70,000 oF 1924 -/25,000 \/925-/30,000 /926-/28,000 


Commodity 


JO1006 


Illustration No. 163, Balance of Stores Sheet with 
“Order No.’’ Columns 
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the items ordered from the factory are received into stock. In 
this case it will be seen that, when the balance on hand fell to 
8,500 in April, a new order would be issued to the factory. But 
the entry under date of May 1 shows that during al! this time 
there were 10,000 pieces in process of manufacture. Obviously 
it was not necessary to order additional items from the factory 
so early since these 10,000 items were in process. 


The balance of stores record, therefore, should provide a space 
where record can be made when a production order is entered. 
Illustration No. 163 shows a balance of stores record which pro- 
vides such a column. In the light of the preceding discussion, 
this form should be understood without difficulty. 


It will be noted that in Illustrations Nos. 162 and 163, the 
extreme right-hand column is headed “Available or Shortage.” 
If an order is received which calls for a greater quantity than is 
available, the difference between the quantity available and the 
quantity ordered is the shortage and is entered in red ink. 


Establishment of Maximum, Minimum, and Quantities to Order 


The foregoing discussion has been concerned mainly with a 
description of the form of balance of stores record and the method 
of making entries thereon. The value of this record as a means 
of inventory control has been indicated by this discussion. In 
order that this control may be of greatest value, it is necessary 
that it be as nearly automatic as possible. To accomplish this, 
it is necessary that limits be established which will serve to 
eall the attention of those working on the stores record when 
orders should be issued for additional production and should 
inform them as to the amount for which these orders should 
be issued. This is accomplished by establishing maximum, mini- 
mum, and quantities to order. 


Maximum and minimum limits should be established on each 
item of goods carried in stock. The maximum states the amount 
above which the inventory should not be permitted to go except 
by special permission of a responsible executive. The minimum 
states the amount to which the stock of an item can be depleted 
before placing a production order to replenish it. When sales 
orders reduce the stock to the minimum, a production order 
oud be issued for the amount decided upon as the quantity 

o order. 


_ The factors to be considered by the production department 
in the establishing of maximum and minimum and quantities 
to order are given on page 995. 
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(1) Production period. 
(2) Probable sales. 

(8) Margin of safety. 
(4) Economical run. 


The production period is the time required from the placing of 
an order on the factory for production until the finished goods are 
delivered to the store-house. Obviously this period can not be 
established with exactness and will vary according to the quan- 
tity ordered, since it will take longer to produce ten thousand 
items than to produce one thousand items. Sufficient data can 
be collected, however, to estimate the approximate length of this 
period for different quantities of production. In the absence of 
better statistics, it may be necessary to use as the basis of com- 
putation the average production period as shown by the records 
of past production. As the planning work proceeds, it will be 
possible to obtain data which will serve to correct errors which 
may have been made in the original calculations. 


The expected sales are stated in the estimate of sales prepared 
by the sales department. From this estimate it is easy to compute 
the expected sales for the production period. To illustrate: If 
the production period is thirty days and the quarterly sales esti- 
mate on Item Y is 600 units, the probable sales for the produc- 
tion period are 200. 


If the probable sales and the production period could both be 
forecast with exactness, it would be satisfactory to establish a 
minimum just equal to the probable sales of the production pe- 
riod and to issue an order for the same amount as the minimum 
when the minimum is reached. ‘To illustrate: the production 
period is thirty days and the probable sales for this period are 200. 
When the balance on hand reaches 200, the factory will be directed 
to produce 200 more. The factory will produce these and deliver 
them to stock in thirty days just as the last of the goods on hand 
are sold. 


Experience has shown that neither probable sales nor the 
length of the production period can be determined with exactness. 
Estimated sales may be oversold; strikes, breakdowns, and delays 
in deliveries of raw material may interfere with the normal course 
of production. It becomes necessary, therefore, to have a quan- 
tity of finished goods on hand in excess of the probable sales for 
the production period at the time the production order is issued. 
This excess may be termed the margin of safety. This margin 
is usually estimated at from ten to twenty-five per cent of the 
probable sales for the production period. Its amount will vary 
in different businesses and may well vary with reference to differ- 
ent items in the same business. 
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If a business produces two or more commodities, or two or 
more sizes of the same commodity, it is usually possible to use the 
same machines to manufacture the different commodities or the 
different sizes. When the commodity or size of commodity on 
which a machine is working is changed, it is frequently necessary 
to “adjust” the machine. In making this adjustment, consid- 
erable time with the consequent cost may be required. This cost 
must be added to the cost of the articles manufactured. If the 
machine'is used to manufacture only a few pieces at a time and 
the cost of adjusting the machine is added to the cost of the work 
on these pieces, it may make the unit cost of the work unduly 
high. 


For example, the X Machine may be used in manufacturing 
Commodity Y. It costs $5.00 to change the X Machine after it 
has been used on Commodity Z and put it in a condition to work 
on Commodity Y. One hundred pieces of Commodity Y are 
being manufactured and the operation performed on these pieces 
by X Machine costs $4.00, or four cents a piece. But when the 
$5.00 for adjusting the machine is added, the total cost is $9.00, 
or nine cents a piece. If, instead of 100 pieces, 1,000 pieces are 
manufactured at one time, and it is assumed that the cost per 
piece of operating the machine is the same as for the one hundred, 
the total cost of machine operation plus adjusting charge will be 
$40.00 plus $5.00 or $45.00. This makes the total cost per piece 
four and one-half cents. It can be seen that the more pieces 
“run through” the machine at one time, the less per piece will be 
the cost of adjusting the machine. In planning production in a 
business where machines must be adjusted each time a new order 
goes through, it is necessary to have each order for a sufficient 
amount that the cost of adjusting the machines will not make the 
unit cost too high. The minimum amount which can be pro- 
duced at a reasonable cost is termed the economical run. In de- 
termining upon the quantity to order, it is necessary to give 
careful consideration to see that it constitutes an economical run. 


As previously explained, the ‘“‘probable sales” for the produc- 
tion period are the quantity expected to be sold during that period. 
The margin of safety is the additional amount it is thought 
necessary to carry to insure against contingencies. Therefore, the 
quantity to which stocks can be depleted before a production 
order is started is the sum of the probable sales for the produc- 
tion period and the margin of safety. This is the minimum. 
When the stock of any item is reduced to this quantity, a pro- 
duction order is issued for the quantity to order. The product 
specified on the production order passes through the production 
process and arrives at the storeroom, ideally, when stocks have 
been reduced to the margin of safety. 
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Quantities to order must be established under two sets of 
conditions. These conditions and the procedure in each case are 
as follows: 


(1) Where the probable sales for the production period 
plus the margin of safety is less than the amount of the 
economical run, the latter amount becomes the quantity to 
order. To illustrate: The production period for Commod- 
ity H is thirty days and the probable sales for this period 
is 200. The margin of safety is twenty-five per cent of the 
probable sales, or 50. The probable sales plus the margin 
of safety is 250. It has been found, however, that to pro- 
duce less than 500 pieces at a time causes an excessive piece 
cost. The economical run, therefore, is 500, and this becomes 
the quantity to order. When the minimum of 250 is reached, 
a production order will be issued for 500. 


(2) Where the amount of the probable sales for the pro- 
duction period plus the margin of safety is equal to or greater 
than the amount of the economical run, the former amount 
becomes the quantity to order. Under the conditions stated 
in the preceding paragraph, if the economical run were 200 
instead of 500, then the quantity to order would be 250. 


The maximum is the sum of the minimum and the quantity 
to order. It is the danger mark which must not be exceeded. 


Enforcement of Minimum and Quantities to Order 


There is a separate balance of stores card or sheet kept for 
each item of goods carried in stock. The maximum, minimum, 
and quantities to order are written on the face of the card as shown 
in Illustration No. 168. Each time the clerk who is responsible 
for maintaining the balance of stores record posts an entry, he 
extends the balance and compares it with the minimum. When- 
ever the balance falls to the minimum, the clerk makes out a slip 
showing the name of the item and the quantity to order. He 
passes this slip to the section responsible for initiating produc- 
tion orders, and it prepares an order directing the factory to pro- 
duce the quantity to order. 


Method of Controlling Inventories in Different Types of Industry 


In this discussion we have assumed a manufacturing business 
which manufactures goods for stock in anticipation of orders. 
We have also assumed that goods are produced on specific orders, 
which results in the combination of raw materials into a finished 
product. In some lines of industry these conditions do not exist. 
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For example, in a packing company which purchases live stock, 
such as cattle and hogs, and produces from these various pro- 
ducts, it is not practical to use the method of inventory control 
we have outlined. It is impossible to discuss all the methods of 
inventory-keeping which may be used. We have discussed one 
method in considerable detail with the thought that the student 
will not find it difficult to understand the modifications necessary 
in specific cases if he understands thoroughly the fundamentals 
illustrated by the discussion in this chapter. 
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QUESTIONS FOR CLASS DISCUSSION 
eer fk 


The sales department estimates the sales for the current year 
to be 12,000 pieces and the production department has agreed 
that it can produce this amount. What further problem has 
the production department in planning the production for this 
year? 


ayy Pek 


The National Motors Company manufactures one grade of 
cars. It is estimated that its sales for the year will be 20,000 cars. 
The president of the company suggests that the factory opera- 
tions be speeded up in order that these 20,000 cars be manufac- 
tured during the first four months of the year after which the 
factory may be closed down for the remainder of the year. Do 
you think this a satisfactory procedure? Why? 


Saks 


Explain and illustrate the need for inventory records in the 
control of production. 


es 


Explain how the balance of stores records may be of value to 
the sales department in estimating sales. 


Boor hy te 


The Bowen Manufacturing Company receives an order from 
the Blackwell Company for 2,000 pieces of Commodity A, 4,000 
pieces of Commodity B, and 5,000 pieces of Commodity C. There 
are sufficient pieces of Commodities A and B on hand to fill the 
order, but there are only 2,000 pieces of Commodity C in stock. 
Because of the extra shipping charges involved in shipping sep- 
arate small lots, it is not desirable to ship Commodity A and 
Commodity B at the time the order is received and Commodity 
C later. Therefore, it is decided to wait until additional pieces 
of Commodity C are received from the factory for making ship- 
ment. One week later 6,000 pieces of Commodity C are received 
from the factory, and it is decided to make shipment of the entire 
order. Upon investigation, however, it is found that shipments 
of A and B have been made to other customers and that there 
are now not sufficient pieces of Commodity A and B on hand to 
fill the order of the Blackwell Company. This company has fre- 
quent experiences similar to this one. Explain a means by which 
such conditions may be avoided. 
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ee eis 
Explain and illustrate the use of the “Applied” column, shown 
on the balance of stores record in Illustration No. 168. 
fe hy ee 
Explain and illustrate the value of showing the shortage on the 
balance of stores record. 
=e. 
Explain and illustrate the purpose of establishing minimum 
and quantity to order. 
Lea Vince 
Explain and illustrate the purpose of the margin of safety. 


a) 
What is meant by an economical run? How is it determined? 


metab yh: 


The estimated yearly sales of Commodity O are 12,000 pieces. 
The average production period for this commodity is thirty days. 
The least quantity which can be manufactured economically is 
500. It is thought necessary to establish a margin of safety of 
25% of the probable sales. Explain what would be (a) probable 
sales; (b) minimum; (c) quantity to order, for this commodity. 


des (OF. 2 


Explain how the minimum and quantity to order, after they 
have been established, are enforced. 
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LABORATORY MATERIAL 


Exercise No. 239 


The Super-Steel Corporation decides to install balance of 
stores records as of May 1,19.... The physical inventory, taken 
as of that date, shows that 4,000 items of Commodity X are on 
hand. The records show that on April 15 there were 1,500 pieces 
ordered from the factory on Production Order Z5. The estimated 
yearly sales for Commodity X are 18,000 pieces. The average 
production period for the company is thirty days. The margin 
of safety is estimated at 20% of the probable sales. An economi- 
cal run for Commodity X is 800 pieces. The following transac- 
pone with reference to Commodity X take place during the month 
of May: 


May 5. Sales Order D1000 received, 2,000 pieces. 
7. Sales Order D1000 shipped. 
11. Sales Order R192 received, 250 pieces. 
12. Sales Order R192 shipped. 


13. Production Order Z10 issued for the quantity to 
order. 


15. Finished goods called for by Production Order 
Z5, received into stock, 1,500 pieces. 


- 15. Sales Order E989 received, 750 pieces. 
18. Sales Order D1200 received, 500 pieces. 
20. Sales Order E989 shipped. 

21. Sales Order D1200 shipped. 
25. Sales Order G727 received, 1,900 pieces. 


INSTRUCTIONS: 1. Draw up a form like Illustration No. 163. 
2. Record the above transactions on this form. 


Exercise No. 240 


The Atlas Turbine Company estimates its yearly sales of Com- 
modity Y to be 300,000 pieces. The average production period 
for the company is fifteen days. The margin of safety is estimated 
to be 10% of probable sales. An economical run for Commodity 
Y is 2,000 pieces. The records show that there are no unfilled 
sales orders at the beginning of March. A production order No. 
X26 for 13,750 pieces was issued on February 19. On March 1 
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the inventory on hand is 15,000 pieces. During March the follow- 
ing transactions take place: 


March 1. 
i 


1 
5. 
6 


LOE 
se 
13. 
to: 
16. 
16. 


Inventory on hand, 15,000 pieces. 
Sales Order A771 received, 1,900 pieces. 


. Production Order X27 issued, 13,750 pieces. 


Sales Order A771 shipped. 


. Goods ealled for by Production Order X27 re- 


ceived, 13,750 pieces. 
Sales Order F934 received, 7,500 pieces. 
Sales Order R2100 received, 4,250 pieces. 
Sales Order F934 shipped. 
Sales Order R2100 shipped. 
Sales Order A772 received, 5,000 pieces. 


Goods called for by Production Order X28 issued, 
13,750 pieces. 


. Goods called for by Production Order X27 


received. 


. Sales Order A772 shipped. 
. Sales Order R2200 received, 390 pieces. 
. Sales Order G873 received, 500 pieces. 


Sales Order F944 received, 1,200 pieces. 


. Sales Order R2200 shipped. 


Sales Order G873 shipped. 


. Sales Order A773 received, 1,750 pieces. 
. Sales Order F944 shipped. 
. Sales Order S100 received, 2,250 pieces. 
. Sales Order A773 shipped. 


INSTRUCTIONS: 1. Draw up a form like Illustration No. 163. 
2. Record the above transactions on this form. 


CHAPTER LXVI 
COST ACCOUNTING (Concluded) 


The Planning of Production 


In every manufacturing business, there must be some one who 
is responsible for the initiation of production orders and the con- 
trol of the orders issued while they are in the process of manu- 
facture. In some cases this function is performed by the factory 
superintendent or works manager. If this control is exercised in 
a systematic manner, it is necessary that written orders and 
reports be employed, and this involves the performance of consid- 
erable clerical detail. It is customary for the works manager to 
delegate the execution of this ‘‘paper work”’ to an assistant. 


In a large factory this work is of sufficient importance to 
necessitate the organization of a department, usually termed the 
planning department, which has control of production planning 
and procedure. The planning department is divided into sections, 
and each section is in charge of one phase of production control. 
There is ordinarily a factory schedule section which is responsible 
for the initiation of production orders and the receipt of produc- 
tion reports from the factory. The head of the factory schedule 
section is frequently termed the production clerk. The work of 
the production clerk is closely related to the work of the account- 
ing department. To illustrate concretely the procedure involved 
in the carrying on of production and the method of finding the 
cost of the goods produced, we will outline a definite procedure 
for a business of the type discussed in the preceding chapter. 


The Notice of Minimum 

When the balance available of any item of goods, as shown by 
the balance of stores records, reaches the minimum, the balance 
of stores clerk issues a notice to the production clerk. This notice 
should contain, at the least, the information shown in Illustration 


No. 164. 


Production Order 


The production clerk, upon the receipt of the notice of mini- 
mum will issue a production order. A simple form of production 
order is shown in Illustration No. 165. 


1003 
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NOTICE OF MINIMUM 
JOR e eee aint Ga oer oe a OrdereNossacnaemesocma: 
ENTER ORDER FOR: 
Quantity Size Description 
~ ates Balance of Stores Section 
Illustration No. 164, Notice of Minimum 
PRODUCTION ORDER 
Factory Order No........ 
Aov A Motasehel sh wee adi oa Dome DCD Ua aan pene ears Dates oe eee 
Date Bill of Material or 
Wanted Mat. Req. No. Description Quantity 
Completed saan arte Signed .ncsihe ee ee eee Supt. 
ST CRE OTE ee cre na bio hoe Foreman 


Illustration No. 165, Production Order 
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Usually four copies of the production order are prepared: one 
copy goes to the foreman of the first department which is to per- 
form work on the order; one copy is sent to the cost accounting 
section of the accounting department; one copy is sent to the 
balance of stores section; and the fourth copy is retained by the 
production clerk in his files. Other copies may be made if there 
are others who desire information with reference to orders issued. 


Bill of Materials 


The production clerk, or some section of the planning depart- 
ment, will prepare a bill of materials for each production order 
issued which will show the number of pieces of each kind of raw 
materials required to manufacture the finished goods called for 
by the production order. One copy of the bill of materials will be 
sent to the raw materials balance of stores clerk, who will enter 
the items called for by it in the “‘Applied”’ or ‘‘Reserve’’ column 
on the balance of stores record. This column serves the same 
purpose as the “‘Applied”’ column on the balance of stores for fin- 
ished goods. It sets aside or holds in reserve the materials re- 
quired for the production order for which the bill of materials is 
prepared, so that they will not be used on some other production 
order before. they are required for this one. 


The bill of materials shows the total materials required by all 
departments in the manufacture of the goods called for by the 
production order. Since the production order passes through one 
department at a time, it may not reach some departments until 
several days after it is issued, and these departments may not 
take the raw materials needed for the order from the storeroom — 
until the production order reaches them. This explains why all 
the materials called for by the bill of materials are not removed 
from the storeroom as soon as the production order is issued, 
and this necessitates that they be reserved on the balance of 
stores record. 


Balance of Stores for Raw Materials 


An inventory record is maintained for raw materials in the 
same form as it is maintained for finished goods. Raw materials 
purchased are entered on these records from the invoices or from 
the reports of materials received. ‘The goods issued to the fac- 
tory are entered from the materials requisitions, which are 
received in the manner described under the next topic. 


Maximum, minimum, and quantities to order are established 
in the same manner as for finished goods. The only difference in 
the procedure of operating the balance of stores records for raw 
materials and the balance of stores records for finished goods is 
that when the minimum is reached on the former record, ‘a pur- 
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chase requisition is prepared and sent to the purchasing agent, 
while in the latter case a requisition for production in the form of 
a “notice of minimum” is issued to the production clerk. The 
reason for this difference is easily seen, since additional finished 
goods are obtained from the factory, while additional raw mate- 
rials are obtained by purchases from outside vendors. 


Materials Requisition 


When the foreman of the department which is to initiate the 
manufacturing process receives the production order from the 
production clerk, he will need to secure from the storeroom the 
raw materials necessary for the production of the finished goods 
called for by the production order. He obtains these by means 
of a materials requisition on the storeroom. The essential infor- 
mation which should be contained in the materials requisition is 
shown in Illustration No. 166. 


FARRELL MANUFACTURING CO. 
Pittsburgh, Pa. 
Requisition for Material 
Which is in Stock ID KOR oe Aes DONO Meat OAS 2 
Quantity | Size or Description Weight Price | Amount 
Number ees 
fer a 
ake Sree ek ai] e eee enw ek a esl me a eae Le) e, 8 .C ei 8 Cee o1 a) Bunel ced > etl L Reet Wises tebe Oe) a phew ASS A hip eye aes 
I tector bat Rae OP Ee ec ye a EAN be Ae Allene Alea 
Oe eo et Saree fon nr Mee Q ts 
Pere rhs Eh |e esis ae od 
Oe OE For Oh ee vn ee meee i es 4 S hee 
Sid eh ae est (Oy ai) ee 8 Ma ay) te, Kiem Oth Lar ieia, a) eres ely hy 6] (bine) a Rab enuen/eL/ erie’ Se? Bleu.elnw sith Tm ice R OS Rie) Mapie, 6 ese w ule 9! eh ing ie 
(Olathe Ree wn ey geiko Mig MICE NAO REAM eID OSU i No) SESE MES Mout Crtorics 2 
BillediBromiy eee ieigr eee eae ee rere ulled iB yeccseree eorie ee ee 
Ent. Stock Book By........ Idd, JONCas pnt oa ase Dist eB yee eee 
SignediSs. 2 ee ee eee: 


Illustration No. 166, Materials Requisition 


The materials requisition is prepared in duplicate. The origi- 
nal is sent to the raw materials storeroom and the duplicate is 
retained by the foreman. The foreman will fill in the body of the 
materials requisition to show the date, quantity desired, the size 
or number, a description of the material desired, and, in some 
cases, its weight. At the bottom of the requisition he will indi- 
cate the production order which is to be charged for the material. 
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When the materials requisition is received by the storekeeper, 
he will deliver the materials called for and fill in the bottom of 
the requisition to show the storeroom from which the materials 
are issued, and the name of the issuing storekeeper. After the 
requisition is filled, it will be forwarded to the balance of stores 
clerk, who will make the proper entries on the balance of stores 
records to show that the goods have been taken out of stock. We 
shall see later that these requisitions are used by the cost ac- 
counting section of the accounting department in compiling the 
job cost sheets. 

When there is a highly centralized planning department, the 
materials requisition may be filled out by this department rather 
than by the foreman of the department. The procedure of han- 
dling the requisition is the same in both cases, in so far as the cost 
records are the same. 


Labor Tickets 


When the foreman of the department receives the materials 
from the storeroom, he commences manufacturing operations on 
them. In the performance of these operations, it is necessary that 
he employ the services of workmen. For accounting purposes it 
is necessary that a record be kept to show the cost of these ser- 
vices. This is usually accomplished by having a time ticket 
prepared for each workman showing the amount of work he has 
performed on each production order. 

Time tickets are made in various forms, depending on the 
information it is desired to obtain from them. A very simple 
form of time ticket is indicated by Illustration No. 167. 


TIME TICKET 


Department No. Order Description Quantity | Time Rate Amount 


Illustration No. 167, Time Ticket 
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The modern tendency is to use tabulating machines as a 
means of assembling labor costs. When these machines are used, 
a tabulating card, such as that shown in Illustration No. 168 1s 
employed for the recording of the employes’ services. The method 
of using such machines will be explained in Chapters LXXII 
and LXXIII. 


ORDER NO 
12]}3 4 5 6 | Atcounr 


7 6|x]|9 10 2} x 


Day | ORDER Wo MACH NO | EMPLOYEES NO 
ODJOODVNDCIO NO CO|OO 000 


QUANTITY SIZE OESCR/IPTION 


Carne oO 


EMPLOYEES NO 


NO FLASKS 
— NO CORES 
YR OLPT 
20 


OPERATION NO OPERATION 


a a) & 


OTALLCE| TIME TAKEN \ TOTAL TIME \MAGRATE| EXPENSE \MASKS MADE) PC. AMOUNT | 00 NOT BENO 
24 


CORES MADE | POS 
FLAS, 


OP MUTUATE 
THIS CARD. 


Illustration No. 168, Job Time Card 


Whatever form of time ticket may be employed, it is usually 
prepared in duplicate; one copy is sent to the accounting depart- 
ment and the other is given to the workman that he may be able 
to check his earnings with the payment he receives at the end of 
the pay roll period. 


Assembling of Time Tickets 


The time tickets must be assembled to show three things: (1) 
the amount due to each workman, which is used as a basis of 
making up the pay roll; (2) the total amount due for labor, which 
is used as the basis for entries in the voucher register—this amount 
usually can be obtained by totaling the pay roll which shows the 
amount due the individual workmen; (3) the amount to be 
charged to each production order. 


Finished Goods Report 


When the goods called for by the production order are com- 
pleted, they are delivered to the storeroom. Before placing the 
goods in stock, they are subjected to the scrutiny of an inspector 
to ascertain if they are in proper condition. The inspector or the 
stores department prepares a report showing the number of pieces 
delivered into stock. One copy of this report is sent to the pro- 
duction clerk, another copy is sent to the cost accounting section, 
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and a third copy is sent to the balance of stores clerk. This report 
notifies the cost accounting section that the production order has 
been completed, and this section then proceeds to determine the 
cost of the order in the manner described below. 


Cost Accounting Records 


When the cost accounting section receives a copy of the pro- 
duction order issued by the production clerk, an account is opened 
with the order in the cost ledger. This ledger is usually in loose- 
leaf form; its pages are ruled to show the information desired 
with reference to the cost of each order. A simple form of cost 
ledger is shown in Illustration No. 169. 


COST SHEET 

INamelofeArticlenm ates sor pees Sheet No ee etenra Metre re eater 
Datesbinishedeavs eae. ot ee CAUAIO eNO cet tances A ae 
Number Madeira... een Drawing NOs ea ae ee ees 
Winitehactonys Coste eee ere Production Order INo:)).1......5. 

MATERIAL LABOR IN- 

Descrip-| Req. Check 
tion No. |Quantity} Rate} Amount Operation} No. |Hours} Rate] Amount || %| Amt. 


TMObAIS si 


Illustration No. 169, Cost Ledger 


It will be noticed that the cost sheet calls for a record of the 
cost of: (a) the materials; (b) the labor; and (c) the manufac- 
turing expenses on each production order. 


The materials requisitions received by the balance of stores 
clerk show the order in which the materials are to be used. After 
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these requisitions are entered on the balance of stores records, 
they may be forwarded to the cost accounting section and entries 
made from these on the cost sheet. In some cases the balance of 
stores section makes a summary of the materials requisitions and 
sends to the cost accounting section a report at the end of each 
week or month, showing the total materials of each kind issued 
on each production order. 


The time tickets show the production on which the labor they 
represent has been expended. After these tickets have been 
entered on the pay roll by the pay roll department, they may be 
forwarded to the cost accounting section and used as the basis for 
entries in the cost ledger; or the pay roll department may make 
a summary of these tickets showing the amount of wages which 
should be charged to each production order and send a report to 
the cost accounting section from which it vosts to the cost sheets. 


Manufacturing Expense 


The materials and labor used on each production order can 
be identified with the order by means of the materials requisi- 
tions and the time cards, and entries can be made on the cost 
sheet either directly from these or frcm a summary or tabulation 
of them. But in addition to the material and labor costs, expenses 
are incurred in the operation of the factory which must be charged 
as a part of the cost of the goods produced. These expenses are 
termed manufacturing expense. The general nature of these 
expenses has been discussed in previous chapters. 


Because of their nature, manufacturing expenses can not be 
charged directly to a production order in the same manner as 
material and labor. For example, if $200.00 is paid for the light- 
ing of all departments of the factory for one month, all the orders 
passing through the factory during the month should pay some 
part of this cost, but no part of it can be directly connected with 
any specific order while it is in process of manufacture. Conse- 
quently after the order is completed, it is necessary to appor- 
tion to it on some equitable basis some part of the total cost of 
lighting the factory. So it is with the other manufacturing ex- 
penses, such as heat, insurance, taxes, depreciation, and supplies; 
they are not requisitioned for a particular order as are materials, 
neither is a certain part of them chargeable to an order on a time 
ticket as is labor. This necessitates the development of some 
method by which these expenses can be apportioned to the 
various orders so that each order will bear its share of their cost. 


Apportionment of Manufacturing Expenses 


Accountants and industrial engineers have given much thought 
to the problem of apportioning manufacturing expenses. Many 
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methods of apportioning these have been developed. It is im- 
possible in this discussion to explain all of these methods; conse- 
quently it is necessary to select for treatment those which are in 
most prevalent practice and which best illustrate the general 
principles which should be followed in distributing such expenses. 
The methods it is thought will be of the most value for the student 
to understand are: (a) the labor percentage rate; (b) the labor 
hour rate; and (c) the production center rate. 


Labor Percentage Rate 


Probably the simplest method of apportioning manufacturing 
expenses is to obtain the ratio of the total manufacturing expenses 
for a certain period of time to the total cost of labor for the same 
period of time and then apply this ratio to the cost of labor for 
each order. To illustrate: the total manufacturing expenses 
for six months are $20,000.00. The total cost of labor employed 
on all orders during the same period is $40,000.00. The manu- 
facturing expenses for the period, therefore, are fifty per cent of 
the cost of labor. The cost of the labor used on production order 
No. 1200, calling for the manufacture of 400 pieces of Commodity 
A is $600.00. Fifty per cent of $600.00, or $300.00, will be added 
to the cost of production order No. 1200 for manufacturing 
expense. If the cost of the materials used on this order is $500.00, 
its cost will be: Labor, $600.00; Materials, $500.00; and Manu- 
facturing Expense, $300.00, or a total of $1,400.00. 


This method of apportioning expenses is satisfactory under 
some circumstances. If only one product is manufactured, it is 
satisfactory in most cases, since it is fair to assume that the ratio 
between labor and manufacturing expenses will be approximately 
the same on all orders. If two or more products are manufac- 
tured, the apportionment of manufacturing expenses on the basis 
of labor cost will be satisfactory if workmen employed on all 
commodities receive approximately the same wages and use 
similar equipment. 


In many cases, however, this method leads to inaccurate 
results. To illustrate: Production Order X and_ Production 
Order Y go through the factory at the same time. Very similar 
operations are performed on each, but the workmen employed 
on Order X receive a large wage because of their skill and long 
term of service, while the workmen employed on Order Y receive 
twenty-five per cent less in wages than those employed on Order 
X. In this case Order X will be charged twenty-five per cent 
more for manufacturing expenses than Order Y; yet the cheaper 
workmen require as much light, heat, and power as the higher 
priced workmen. In fact, they may require more, for they may 
work more slowly and take longer to complete the order. The 
cheaper workmen also cause the machines to depreciate just as 
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much as the better workmen, and because of a lack of skill they 
are more likely to make repairs necessary.. This illustration shows 
that, unless the wages paid to workmen are fairly uniform, this 
method of apportioning expenses may lead to inaccurate results. 
The labor percentage method was the first method developed 
and is yet the one most widely used. 


The Labor Hour Rate 


Many of the expenses of manufacturing vary in proportion to 
time. Consequently a method of apportioning expenses has been 
developed which provides for charging each order for expenses 
according to the time occupied on the order. Under this method 
the total manufacturing expenses are divided by the total hours 
all workmen are employed to obtain the manufacturing expenses 
to be charged to the order. To illustrate: The total number of 
hours of labor for all workmen for a given period is 12,000, and 
the total manufacturing expenses for the same period is $2,400.00; 
therefore the cost of manufacturing expenses per labor hour is 
twenty cents. There has been expended on Production Order 
No. 800 two hundred hours of labor. The manufacturing expenses 
to be added to this order are $40.00. 


This method of apportioning manufacturing expenses may be 
satisfactory if the equipment used throughout the factory is 
fairly uniform. If not, it may lead to unsatisfactory results. To 
illustrate: A factory produces two commodities, A and B. On 
Commodity A there is performed a large amount of hand work, 
and consequently a large number of labor hours is required for 
its completion. Commodity B is manufactured almost entirely 
by machines, and consequently it is produced with less labor 
hours than Commodity A. If manufacturing expenses are appor- 
tioned on the basis of labor hours, Commodity A will be charged 
a larger portion of the expenses than is Commodity B. Yet 
Commodity B requires the use of large machines with the conse- 
quent cost of power, repairs, etc., while Commodity A, being 
largely the result of hand work, requires the incurrence of very 
little expense of this nature. Commodity B therefore should be 
charged more for expense than A, but this method of apportion- 
ing the expense produces the opposite result. 


Production Center Rate 


To eliminate the difficulties which may arise as the result of 
using the labor percentage or labor hour method, each department 
of the factory may be divided into ‘production centers.” Each 
production center is a group of activities of the same kind or 
nature. It may be one machine, a group of machines of the same 
kind, a single hand workman, or a group of hand workmen doing 
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the same thing. The expenses of the department are apportioned 
to the production centers and the total expenses incurred in 
operating each production center for a certain period of time is 
determined. This amount is divided by the number of hours 
during which operations are carried on at the center. This gives 
the hourly expense charge for operating this center. A record is 
kept of the hours each order is operated on at each production 
center, and the order is charged at the hourly expense cost for the 
manufacturing expenses incurred at the center. 


To illustrate: The monthly expense cost of production cen- 
ter X is $400.00. The production center operates 200 hours dur- 
ing the month, so that the hourly expense charge is $2.00. Pro- 
duction Order No. 236 is operated on at production center X 
for five hours; consequently this order will be charged $10.00 for 
manufacturing expense incurred at this production center. 


The apportionment of manufacturing expenses by means of 
production centers usually gives accurate results and is the most 
scientific method of apportionment for businesses which obtain 
costs by production orders. The only disadvantage of this 
method is the difficulty of determining the amount to be charged 
to each production center and the cost of keeping a record to 
show the number of hours each order is worked on at each pro- 
duction center. Because of these reasons, business men have 
been slow to adopt this method. : 


Departmental Classification of Manufacturing Expenses 


In most cases where two or more products are manufactured, 
the total manufacturing expenses of the factory can not be appor- 
tioned accurately to all commodities on a uniform ratio. There 
will be some expenses which will be incurred for the benefit of 
some commodities only. If the factory has two or more depart- 
ments, there may be some commodities which will not go through 
all departments, and it is manifestly unfair to charge these com- 
modities with any of the expenses of the departments from which 
they do not benefit. To take a simple illustration: A lumber 
company may sell some of its lumber as soon as it comes from the 
mill, while it is green. The remainder it may send to the kiln to 
be dried. Some of this may be sold as soon as dried, while some 
of it may be planed before it is sold. It is obviously unfair to 
charge any part of the expense of the kiln or planing mill to the 
green lumber, or any part of the expense of the planing mill to 
the lumber sold before it is planed. 


Furthermore, if a factory has two or more departments, it 
will usually be found that the ratio between the manufacturing 
expense and labor, material, or any other factor which is used as 
the basis for apportionment, will vary from department to depart- 
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ment. It is usually found advisable, therefore, to apportion the 
manufacturing expenses to the departments, and to distribute 
the expenses of each department to the orders passing through 
that department. 

Some expenses can be charged directly to a department. For 
example, depreciation and repairs on machinery can be charged 
directly to the expenses of the department in which the machinery 
is used. Other expenses must be apportioned to the departments 
on some proper basis. For example, the insurance and taxes on 
machinery may be apportioned to departments on the basis of 
the value of the equipment in the departments. The cost of the 
maintenance of the building may be apportioned on the basis of 
floor space. The cost of heat may be apportioned on the basis 
of floor space or in some cases on the cubical space in the depart- 
ments. After all the expenses are charged to the departments, 
then each order going through the department will be charged 
with a part of the expenses of the department. Any of the methods 
discussed may be used to determine the amount to charge to 
specific orders. 


The Cost Entries 


The method of entering the cost of materials and the cost of 
labor on the cost sheet has been explained in preceding para- 
graphs. After the entries are made for these costs, the manu- 
facturing expense chargeable to the order for which the cost sheet 
is kept will be entered. The amount of this expense will be deter- 
mined by the method of apportionment employed by the business. 
If the percentage of labor rate is employed, the proper percentage 
will be applied to the cost of labor as shown by the cost sheet and 
the result recorded in the expense column. If the labor hour rate 
is used, the hourly rate will be multiplied by the number of hours 
shown on the cost sheet to obtain the amount of the expense. If 
the production center rate has been adopted, the hourly rate for 
each production center will be multiplied by the number of hours 
the order was operated on at this center. 


After the entries for manufacturing expense, labor and mate- 
rials are made on the cost sheet, it is totaled and ruled to show 
the cost of producing the goods called for by the order. The total 
shown on the cost sheet is entered in the finished goods journal. 
This journal will be ruled to show: (1) date; (2) production 
order number; (8) folio; (4) amount column for each commodity 
or group of commodities manufactured. At the end of each cost 
period, the total of each amount column in the finished goods 
journal will be posted to the debit of the Finished Goods account 
which is maintained with the commodity shown in the column, 
and credited to the Manufacturing account or Work in Process 
account maintained with the same commodity. 
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The operation of the general ledger accounts with Materials, 
Labor, Manufacturing Expense and Finished Goods has been ex- 
plained and illustrated in Chapter XLVI, but for the purpose of 
review the following skeleton journal entries are given: 


1. When materials are purchased: 


Entries will be made in the voucher register for each invoice, 
and the totals posted at the end of the cost period. 


2. When materials are transferred from the storeroom to the 
factory: 


Materia lssinebrocess yates accca et ena etree nee 
Veaterial siete seca Pe 8 


Entries will be made in the requisition journal from the mate- 
rials requisitions on which materials are issued from the storeroom. 


38. When the wages due factory employes, as shown by the 
time tickets, are recorded: 


NAD OVS Ree er eta AP Lee pe ete nl, td ahd? 


Entries will be made in the voucher register from the pay roll 
prepared by the pay roll section of the accounting department 
and the totals posted at the end of the cost period. 


4. When manufacturing expenses are incurred: 


Manufacturing Expenses (separate 
ACCOMMtOreCaAChy Class) ewan mior ii] Meena. Fale 
ACCOUNTS Ha yall weet e. ia. hese noe eas Merl mall bee Scrcrees aebe 


Entries will be made in the voucher register from the invoices 
received for these expenses. There will be some expenses, such 
as charges for depreciation, which will be entered through the 
general journal. 


5. When the ledger accounts are closed, at the end of the cost 
period: 


Manufacturing Account or Work in 
IPrOCESSwAICCOUNE ssrcvaerehe aeselentarewas OGao cue wien eyes 
Miaeainlsmiin IDRC ae eneeccntia 8 ee 0 PReasSes ee 
Peabo te ee eee ae ane 
Manufacturing Expense (various 
ACCOUIUS) Ree tet Meme reaseta ye Uk) IMM cee erate le 4 
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A separate Manufacturing account or Work in Process account 
may be maintained for each commodity or class of goods manu- 
factured. The foregoing entry will be made through the journal 
or by means of a journal voucher. 


6. When finished goods are transferred from the factory to 
the finished goods storeroom: 


Himished(Goodsia rewrite ee neice ere 
Mantra cturin son Workin) PTOCeSSey mils ss nen eicrat ist emnier 


This entry will be made from the completed cost sheets through 
the furnished goods journal in the manner explained in the pre- 
ceding paragraphs. 


7. When finished goods are sold two entries are made: 


Costsof Sales eh ee eee ee ee ae ee ee eee 
HimshediGoods sa otis aac choy ee a ee eee 


rece 2s a a NN OS AM er MASE Decree ae! ee ew Ma NEI GE ono 0 & 


These entries are usually made from the invoices through the 
sales record. 


Methods of Cost Finding 


There are two methods of cost finding in general practice; 
(a) the production order method, and (b) the process method. 
When the production order method is employed, a separate 
account is opened in the cost ledger for each production order 
issued. The materials, labor, and manufacturing expense applica- 
ble to the order are shown on the cost sheet so that the total cost 
of the goods called for on the order can be ascertained from the 
cost ledger account when the production order is completed. 
This method has been assumed in the preceding discussion in 
this chapter because the control of production and production 
costs can be more easily explained and illustrated when costs are 
obtained on each production order. 


In some cases the production order method can not be used. 
This is usually because the nature of the articles manufactured is 
such that it is impossible to keep a definite quantity, such as is 
represented by a production order, segregated from the other 
articles as it passes through the factory. For example, a com- 
pany manufacturing a liquid, such as ink, has hundreds of gallons 
passing through the various processes at one time. It is impossi- 
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ble to identify any specific quantity, for example, one hundred 
gallons, and to follow it through the various processes in the 
manner that a hundred lathes might be followed through a 
machine shop. The same situation exists in the manufacture of 
paints, soap, paper, canned goods, nails, and similar articles. 
In such cases it is necessary to use the process method of 
ascertaining cost. Under this method a record is kept of the 
materials and labor cost of each process through which the raw 
material must pass to become the finished product. The manu- 
facturing expense is distributed according to the method of 
apportionment in use. The total cost of materials and labor 
for each process plus the manufacturing expense applicable to 
that process will give the cost of passing a certain quantity through 
this process. The cost per unit (pound, gallon, dozen, etc.) for 
this process is determined by dividing the total cost for the proc- 
ess by the number of units produced. In this way the unit cost 
for each process is obtained, and by adding these for the entire 
manufacturing process the total unit cost is determined. 


In some cases the unit cost by processes is not obtained, but, 
instead, the total cost for all processes is determined, and this is 
divided by the total units completed to obtain the total unit cost. 
To illustrate the determination of process costs, it may be assumed 
that there is to be produced a certain quantity of paper which in 
the course of manufacture passes through four processes. The 
cost of raw materials and labor in the first process is $200.00; 
the cost of materials and labor in the second, $120.00; the cost 
of labor only in the third, $80.00; and the cost of materials and 
labor in the fourth, $160.00. The manufacturing expense charge- 
able to the four processes is: first, $40.00; second, $70.00; third, 
$30.00; and fourth, $60.00. The total cost for the four pro- 
cesses is $760.00. If 15,200 pounds of paper is obtained from the 
results of the various processes, the cost per pound is five cents. 


Cost Reports 


The reports used in controlling production operations are 
more varied in nature than those used in controlling the opera- 
tions of any other department. This is due to the complexity of 
production operations and the wide variance between the opera- 
tions of different manufacturing firms. In most companies 
numerous and frequent reports are prepared showing an analy- 
sis of costs and expenses. 

It is impossible to discuss or illustrate these various reports, 
but it is thought worth while to call attention to two reports which 
are found typically in every manufacturing firm. These are (a) 
the summary of manufacturing operations and (b) the depart- 
mental expense analysis. 
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Illustration No. 170 gives a condensed summary of the opera- 
tions of a plant for the month in a useful form for the production 
manager and the president. The production manager would 
have supporting reports which would provide an analysis of the 
information shown in this illustration. 


MONTHLY SUMMARY OF OPERATIONS 


Rr eines Pn eee: Works INMonthyoltaaenn ee ar 
. Esti- % of % of To To % of 
This mated Inc. Last Inc. Date Date Inc. 
Month This or Month or This Last or 
Month || Dec Dec Year Year Dec. 


Direct material....... 
Direct laborss newer 
Indirect labor........ 
Factory supervision... 
Other expense........ 


Total factory cost. . 


Less increase in work 
in process inventories)|....|.. 


Less increase in plant 
&% quips imventories|||er cn ||ee||ie eel ce 


Add decrease in work 
in processinventories||....|.. 


Add decrease in plant aie 
& equip. inventories|}....|.. 


Less plant and equip- eis 
ment charges....... 


Factory cost of produc- 


| 


Illustration No. 170, Monthly Summary 
of Manufacturing Operations 


Illustration No. 171 provides an analysis of the expenses of 
a department in useful form for the superintendent and foremen. 


Summary 


In the present and the preceding chapter, the general princi- 
ples involved in the control and determination of costs have been 
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OPERATING EXPENSE ACCOUNTS 


MOD be eepangarsiet cer arorstete esas vette . .Company 
For Month of . For......Months 

Per |} Current Previous Current Previous 
Lb. Year Year Year Year 

55 FOUNDRY EXPENSES....|.... ; 

100 RAW MATERIALS USED..|.... 

101 Pig Tron. 

102 Purchased ‘Scrap. . 

103 Machine Shop Scrap.. 

SEAT OURO IRD omer, cha ceeccats ete nevere)| sre 

PSP OOO Astiagss,.pren strat se pane 'le mt 


AORN AV ISOCHO Ge aman cucog Coulee es 
Drops, Sprues; ete. ..2...4... eat 


SUPPLIES.. 
Coal Used in Cupola. . 


Coke Used in Cupola. eee i ees 
Core Room Supplies.......... cae 
Cupola Supplicga. sco ecese clines-. 


Molding Supplies. . 
Flask Supplies 


Miscellaneous Se a ote (aes 


LABOR.. 


Molding—Main TOO nn omoull on 


Molding—Side Floor. 


Machine Molding............|.... 
Wore Making ein we wesscteterensys| Perea 
ATE TRe ae A eae Nana bee 


Cleaning. . 
Laborers. . 


Flask Makers. Serie Ee 


Foreman and Clerks. 


SUNDRY EXPENSES...... Sees 


Chemists. 


Maintenance and Repairs. re Mesrarn 


142A Buildings—Labor. 


142B Buildings—Materials. ..|. |. . 
142C Equipment—Labor.....].... 
142D Equipment—Materials.].... 


GENERAL Nees 
Insurance. . ae 

Taxes. . : 
Depreciation. 

1 53A—Depreciation—Bldgs. . 
1 53B—Depreciation—Equip.. . 


Foundry—Office Sal. and Exp. de 
Heat, Light, and Power. Selena 


Miscellaneous. . 
Engineering. . 
Stable and Garage Expense.. 


UN DISTR GSU RE DEPP se ile. 
Inward Freight and Express. .|.... 


TOTAL FOUNDRY EXPENSES).... 


Lbs. Casting Produced. 
Lbs. Casting Sold Outside. 
Lbs. Casting Transferred to Shop.. 


Illustration No. 171, Departmental Expense Analysis 
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explained and illustrated. For the sake of brevity it has been 
necessary to assume in some cases a definite procedure where in 
practice there are several methods which might be followed. The 
student will understand that it is not intended that the proce- 
dures or methods explained be regarded as arbitrary ones. They 
are intended to be suggestive only. It is the opinion of the author 
that the subject of cost accounting is so technical and involves 
so much detail that the most that can be given the student in a 
general accounting course is the background which will enable 
him to master any particular system which he may need to use 
or operate. If he understands the general purposes and problems 
of cost finding and the customary methods of attaining these pur- 
poses and solving these problems, he should be able to master 
the technique of any specific system within a reasonable time. 
To give such an understanding is the purpose of the preceding 
discussion. Those who are interested in a further treatment of 
peas accounting are referred to the standard manuals on cost 
nding. 
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QUESTIONS FOR CLASS DISCUSSION 


ey be 


_ A.W. Torbet is production clerk for the Frazer Manufactur- 
ing Company. He is responsible for the initiation of all production 
orders. How will he know when an order should be issued? 


Ones. 


Torbet prepares the production orders in quadruplicate and 
sends one copy to the cost accounting section of the accounting 
department. Why? 


ce Os 


The Frazer Manufacturing Company finds in some cases, 
after production orders are issued and work commenced by the 
factory departments, that it must be stopped because the raw 
materials needed are not available in the storeroom. How may 
this condition be avoided? 


tf ee 


How can the cost accounting section identify the materials 
and labor used on an order with that order? 


aie ee 


The Frazer Manufacturing Company manufactures standard 
articles, and consequently produces these in advance of cus- 
tomers’ orders and places them in stock. The Jackson Manu- 
facturing Company manufactures to order, each order being 
made according to the specifications of the customer. In what 
way would the problem of production and inventory control in 
the two companies be different? 


Gos 


State the information which it may be desired to obtain from 
the labor tickets and explain how this information is secured. 


yee 


How does the cost accounting section know when the goods 
called for by a production order have been completed and deliv- 
ered to the storeroom? What does this section do when it knows 
these have been completed? 
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=o = 
State the information which is contained on the ‘‘cost sheet”’ 
and explain how this information is obtained. 
=o 
Explain the operation of each of the following methods of 
apportioning manufacturing expenses to orders: (a) labor per- 
centage rate; (b) labor hour rate; (c) production center rate. 
a 
Explain under what circumstances you would advise the use 
of each of these methods. 
eer | 


Explain the disadvantages of each of these methods. 


= ee 


What advantages may be obtained from a departmental classi- 
fication of expenses? 


me pie 
Explain how the following expenses may be distributed to 


departments: (a) heat; (b) light; (c) insurance on machinery; 
(d) insurance and taxes on the factory building, 


et A wee 


The Frazer Manufacturing Company purchases steel cast- 
ings which are to be used in the manufacture of one hundred 
machines. Explain the entries which will be made in the accounts 
from the time the castings are purchased until the finished ma- 
chines are sold. 


oS 


Explain and illustrate the difference between the production 
order method and the process method of determining costs. 
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LABORATORY MATERIAL 


Exercise No. 241 


The Kirker Manufacturing Company maintains a factory 
ledger in which is kept the accounts showing the cost of factory 
operations. This is a subsidiary ledger, and is controlled by a 
Factory Ledger account in the general ledger. 

On January 31, after one month’s operations and before all 
the entries have been made, the factory ledger shows the following 
account balances: 


Kimi smediGoodsiee.* canst. erect eae $ 8,600.00 
NWiorkenineno Coss amr sre cami eens ta, ies ,450 .00 
Materials and Supplies... ..0.......-. ee a OOOO 
ROW ers EIN peNSCS ems jeri iy seta one ee ae 740 .00 
Bul cing pExpenSecee mya hen ero eee 880.00 
General Factory Expenses................ 90.50 
ID Coir Ave@ annenve©nss 10 Deets: jm een ne 410.00 
Deyo, IB Mla SINOO. .. caneonsnacno eGo. 575.00 
Generalledcera@ onic 0 meee ae anne rr eee $27,145.50 


the inventory January 1, as follows: Order No. 1001, $400.00; 
Order No. 1002, $300.00; Order No. 1003, $750.00. 

When expenses are incurred by the factory, they are debited 
to the departmental accounts if the amount applicable to each 
department can be determined at that time; if not, these expenses 
are debited to appropriate expense accounts and distributed 
to the departmental accounts at the end of the month. The Power 
Expenses account will show the cost of maintaining the power 
plant after the salary of the engineer and fireman has been debited 
to it. The General Factory Expense account will show all factory 
expenses not recorded in another account after the salaries of the 
superintendent and watchman have been debited to it. Labor 
in each department, applied directly to orders in process, is not 
an expense of the department but a charge to Work in Process. 

The timekeeper submits the pay rolls and these, when analyzed, 
are found to consist of the following salaries and wages paid by 
the general office which are not shown on the factory ledger: 


SUDERIMLOMG Clit amennen eer en hate css hase na aataoae tect oe $150 .00 
Vil GC ITT) 2) een ME Er ene k ican a ctetednane oft oct ae 40 .00 
Hmoinecmancelinenlanmmeee pre oe. e akuds ue ett er cre 160.00 
Horemanean ae C@lenkemlD Cpls Ameaater rc hacen atoms ceeds eimeere 120.00 
Horemanvanda@leriqm Dept lesa r te eps cestsi icles etsie tomes © 135.00 
Mechanics, Dept. A: 

(Qian Ohare IN WOO, A evebess ooic ane coosne conse dsc 800.00 

OmOrderiNo O02 ie sO0RNOUrSe 5.4 se saeeies scene ee 450.00 

OncOrderiNor 1003 e2O00FHOUTS mr cassette ete 600.00 
Mechanics, Dept. B: 

Oia Oreelr IN@, WOON, WOO IMO, 6 cascaasabocancsuane 400.00 

OnuOncder NiomLO02Zo.500snOUrShe ans ci a acl aer 600.00 


OmOrder Niow1003ss1e000) hourssawe. eee eee oe 300.00 
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The storekeeper turns in requisitions for materials used, which 
are analyzed and found to be for the following which are not 
shown on the factory ledger: 


OndermiNog.0 Oli $900 .00 Supplies, Dept. NS Pee 50.00 
Orders NOs 002 eae 300.00 Supplies, Dept. B..... 75.00 
Order Noml003me a 800.00 Repairs, Dept. B..... 160 .00 


Department A covers 6,000 square feet and uses 100 horse 
power. Department B covers 10,000 square feet and uses 50 
horse power. , 


Manufacturing expenses are charged to jobs on the following 
basis: in Department A, each job is charged sixty per cent of 
the cost of labor for manufacturing expenses; in Department B, 
each job is charged fifty cents per labor hour for manufacturing 
expenses. 


The storekeeper reports the completion of the following orders 
and their receipt in the storeroom: Order No. 1001, 3,000 pieces; 
Order No. 1002, 1,250 pieces. 


The storekeeper also reports the shipment of goods which, 
being priced and totaled, are found to have cost $12,000.00. 


INSTRUCTIONS: 1. Preparatory to posting to the factory ledger, 
record the following, in journal form: 

(a) The pay rolls submitted by the timekeeper. 

(b) The materials and supplies used. 

(c) The distribution of power expense, building expense and gen- 
eral factory expense to the departmental accounts. 

(d) The transfer of manufacturing expenses chargeable to jobs 
from the departmental accounts to the Work in Process account. 

(e) The completion of Orders Nos. 1001 and 1002. 

({) The cost of goods shipped. 


2. Construct ledger accounts, recording the balances listed on page 
1023, and post the journal entries. 


3. Take a Trial Balance of the factory ledger 


Exercise No. 242 


The McMahon Lumber Company classifies its operations 
under the following heads: Logging (wood), Transportation (to 
pond at sawmill), Sawmill, Kiln Drying. 


During the month, the Logging account is debited for all 
expenses in connection with cutting the timber.: At the end of 
the month, one half the general operating expense is distributed 
to it. The cost of stumpage (standing trees before operations 
are begun) is also debited to the Logging account at $1.50 per 
thousand feet for all logs cut; the Stumpage account on the general 
ledger is credited at the same time. At the end of the month, 
the total cost of all logs cut and ready for transportation to the 
pond at the sawmill is taken out of the Logging account and 
debited to the asset account, Logs in Woods. 
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During the month, the Transportation account is debited for 
the cost of conveying the logs cut to the pond at the sawmill. 
At the end of the month, the total cost of the logs transferred to 
the pond (including the cost of the logs in woods plus the cost 
of transferring these logs to the pond) is taken out of the Logs 
in Woods and Transportation accounts and debited to the asset 
account, Logs in Pond. 

During the month, the Sawmill account is debited for all 
expenses in connection with operating the sawmill. At the end 
of the month, one half the general operating expense and 60% 
of power expense are distributed to it. The cost of the logs trans- 
ferred from the pond to the sawmill for sawing is also debited to 
the Sawmill account. At the end of the month, the cost of the 
lumber produced by the sawmill is taken out of the Sawmill ac- 
count and debited to the assets accounts, No. 1 Lumber Green, 
No. 2 Lumber Green, and Slabs. Manufacturing expenses are 
divided between No. 1 and No. 2 lumber on the basis of the feet 
produced. Slabs are worth $2.00 a cord. 


During the month, the Drykiln account is debited for all 
expenses in connection with drying the lumber after it is sawed. 
At the end of the month, 40% of power expense is distributed to 
it. At that time also, the total cost of lumber dried (including 
the cost of the green lumber and the cost of drying it) is taken 
out of the No. 1 Lumber Green, No. 2 Lumber Green, and Drykiln 
accounts and debited to the asset accounts, No. 1 Lumber Dried 
and No. 2 Lumber Dried. 


When lumber is shipped, the Cost of Sales account in the 
general ledger is debited and the proper asset accounts credited— 
i. e., No. 1 Lumber Green, No. 2 Lumber Green, No. 1 Lumber 
Dried, No. 2 Lumber Dried, and Slabs. 


Below is given the account balance in the subsidiary operating 
ledger after all the known expenses of operation have been charged, 
but before the reports of operating foremen have been received. 
The various inventory accounts represent the balances at the 
beginning of the month before the month’s operations have been 
entered. 


Logs in Woods, 700,000 feet............... $4,200.00 
Logs in Pond, 1,000,000 feet............... 1,000.00 
No. 1 Lumber Green, 350,000 feet......... 5,250 .00 
No. 2 Lumber Green, 500,000 feet......... 5,000 .00 
No. 1 Lumber Dried, 200,000 feet......... . 38,400.00 
Slabs eS OOnCOrdsrem tree Oh ues seat 600 .00 
BOR Cin ce ene nee Ceres cee s 6,200 .00 
IMAG) NOMENA os Sho ow Poe BO SEE ood Oe 1,625.00 
Saw. eee pees eee mae tcrin wa ea nisin. oe T205100 
IOVS. + esewce dco eee ey wtb dea ee re 500.00 
Ro Wierali xp enSerre spire sue me canes ete so Lue aoa 700.00 
General Operating Expense............... 1,200.00 


Generalemnede cramer tte ene ect ete aE Nel. $42,880 .50 
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Reports from operating foremen: 


LOSS Cute Wt, ere ct ee .. 1,550,000 feet 
Logs hauled to sawmill pond........ 1,350,000 feet 
Dogs sa wedte. ewe eee ae 1,400,000 feet 
Lumber produced, No. 1 grade...... 500,000 feet 
Lumber produced, No. 2 grade...... 800,000 feet 
labs CG y eis tee ape ea ae wae 175 cords 
Lumber dried, No. 1 grade......... 300,000 feet 
No. 1 Lumber Green shipped....... 250,000 feet 
No. 2 Lumber Green shipped....... 600,000 feet 
No. 1 Lumber Dried shipped....... 150,000 feet 
Slabs Shipped sriun sls cea tere eae 250 cords 


INSTRUCTIONS: 1. Prepare journal entries to record the above on 
the books and to close the accounts. 


2. Construct ledger accounts, recording the balances listed on page 
1024, and post the journal entries. 


8. Take a Trial Balance of the subsidiary ledger. 


Exercise No. 243 


The Torr Manufacturing Company has its factory divided 
into three departments. In each department all the operations 
are sufficiently the same for the department to be regarded as a 

“producing center’, if desired. ‘The records of the company 
show the following results for the year: 


Dept. A Dept. B Dept. C 
NMaterralseWUSetmnneein ae crestor $20,000.00 $10,000.00 $10,000.00 
Productive Wages Paid............ 6,400.00 5,000.00 7,000.00 
Manufacturing Expenses........... 8,000.00 5,000.00 5,600.00 
Productive Labor Hours: . Sai tn 16,000 10,000 20,000 


The factory operated 2; 000 hours during the year. 

The cost ledger shows the following results with reference to 
Production Order No. 250, which passed through the factory 
during the year: 

Dept. A Dept. B Dept. C 


Materialelsed tex. tania aets eee oy ee $2.00 $4.00 $2 .00 
TADOTAC OST ate ont Sy ee a 3.20 3.00 2.10 
IA bOTeHOUTS eee a ae eee ae 8 6 6 


The total time Production Order No. 250 was worked on in 
each department was as follows: Dept. A, 48 minutes; Dept. B, 
36 minutes; Dept. C, 36 minutes. 

INSTRUCTIONS: 1. Explain three methods which may be employed 
in apportioning the manufacturing expenses to production orders. 


2. Determine the cost of Production Order No. 250 when each of these 
three methods of apportioning expenses is used. 


COST ACCOUNTING SET 


Further practice in cost accounting is provided in the prac- 
tice set which is separate from the text. 


CHAPTER LXVII 
ACCOUNTING FOR CASH AND CREDIT 


Relation of Accounting Department to Cash Transactions 


The treasurer is usually head of the financial department. In 
a business of any considerable size the treasurer has as his assistant 
a cashier who is responsible for the handling of cash receipts. The 
cashier receives all incoming cash and deposits it to the credit of 
the company. He reports to the accounting department the cash 
received analyzed by sources, the deposits made, and the bank 
in which deposited. 


Disbursements are usually made only upon approved vouch- 
ers. These vouchers are usually prepared by the accounts payable 
section of the accounting department. All invoices after they are 
approved by the purchasing department are sent to this section, 
which completes their audit and prepares a voucher to which the 
invoice is attached and filed under the date when payment is to 
be made. On the date of payment the voucher is removed from 
the file and a check prepared and submitted with the voucher to 
the treasurer or his assistant for his signature. The accounts 
payable section is usually responsible for the preparation of the 
voucher, its record, and the record of the checks issued, as well as 
the preparation of the check. It, therefore, performs services 
for both the accounting and the financial departments. 


In some companies the treasurer is responsible for the account- 
ing, as well as the finances, of the business. In this case, the ac- 
counts payable section is entirely under his control. If the 
accounting department is not under the jurisdiction of the treas- - 
urer, then the accounts payable section is under the joint control 
of the head of the accounting department and the treasurer. The 
modern tendency is to have the accounting department indepen- 
dent of the treasurer; this is preferable, for then the accounting 
department serves as a check on the operations of the financial 
department. 


The relation of the treasurer to the receipt and disburse- 
ment of cash is shown in diagram form in Illustration No. 172. 
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It is the purpose of this diagram to show the following: 


(1) The sales department makes sales to customers which | 
give rise to accounts receivable. 


(2) The cashier receives cash from: 
(a) Collections from accounts receivable; 
(b) Sales of bonds or stocks; 
(c) Bank loans; 


(d) Miscellaneous sources, such as interest on bank 
loans, sale of fixed assets, and sale of securities. 


(8) The cashier deposits all cash in the bank. 


(4) All cash drawn out of the bank is by means of checks, 
which are prepared by the head of the accounts pay- 
able section and signed by the treasurer. 


(5) The head of the accounts payable section draws 
checks to pay: 
(a) Accounts payable; 
(b) Bank loans; 
(c) Bonds or notes issued to others than banks; 
(d) Petty cashier for disbursements made from 
petty cash fund; 


(e) Miscellaneous, such as taxes, insurance, interest, 
and dividends. 


(6) ‘The accounts payable arise as the result of purchases 
made for the purchasing, production, or operating 
departments. 


(7) The cashier and the head of the accounts payable 
section are under the control of the treasurer, although 
the accounts payable section has a joint responsibility 
to the accounting department and the treasurer. 


Handling the Cash Receipts 


With the exception of the retail store, which receives a con- 
siderable amount of cash in payment of cash sales, the major 
receipts of cash are in payment of accounts receivable. The 
cash is received by the mail department and is sent to the cashier 
at once. The cashier must see (a) that all cash received by him ~ 
is deposited daily, and (b) that all parties interested in the cash 
receipts are notified of their amount and nature. The parties 
interested in the cash receipts are stated on page 1029. 
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SALES PURCHASING 
DEPARTMENT TREASURER, OPERATING DEPT 


CUSTOMERS CREDITORS 


ACCOUNTS ACC 
RECEIVABLE PAPARE 


SALE of |», | PAYMENT of 
STOCKS € BONDS |, | BANK LOANS 
, / & BONDS 


BEAD Or PETTY CASH 
ACCOUNTS 
CASHIER, PAYABLE 
SECTION 
‘BANK [7 
ACCOUNT 


Illustration No. 172, Diagram Showing Relation of Treasurer to 
Cash Receipts and Disbursements 


(1) The General Ledger Accounting Section.—This sec- 
tion is responsible for the maintenance of the general 
financial records. It must have information on cash 
receipts for the preparation of its cash book record. 


(2) The Accounts Receivable Section.—This section is 
responsible for the maintenance of the accounts re- 
ceivable ledger. It must know all payments made by 
customers so that the credits to the customers’ 
accounts can be made. 


(8) The Collection Department.—This department is 
responsible for collecting past due accounts. It must 
be informed of payments by customers that it may 

. know when accounts turned over to it for collection 
-are paid. Usually it is informed of all payments, and 
it checks off those made on the accounts past due. 


(4) The Treasurer.—He is responsible for the mainte- 
nance of the cash balance, and accordingly desires to 
know the daily cash receipts and disbursements. The 
cashier reports to him the daily cash receipts, which 
are the same as the daily cash deposits, and the ac- 
counts payable section reports to him the daily cash 


disbursements. 
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The information desired by these parties is obtained in the 
following manner: 


(1) The cashier records all cash received on a loose-leaf record 
ruled in the form desired by the general ledger accounting sec- 
tion. At the end of the day, the sheets used during the day are 
sent to the general ledger accountant. He files these in a loose- 
leaf binder, and they constitute his cash record. Usually the 
cashier makes the record of cash received in duplicate and retains 
the duplicate for his record. 

(2) The cashier makes in duplicate a “settlement sheet” for 
each remittance received from a customer. A comprehensive 
form of settlement sheet is shown in Illustration No. 173. Ina 
small company a more simple form may serve satisfactorily. 


SETTLEMENT SHEET 


Customer’s Check 


(is Date wey eee ase ais Sarre yr aaa ee ee (MaDates sea eee 

(Da Nament ayer sane aa At one eee (C5) NIC er ae 

(S)RAddresscicna-t1 ee ee ee ee eee oe (CRA oun tie ere 
INVOICES PAID | SUMMARY 


(7) (8) (7) (8) 
Date Amount Date |} Amount 


(14) Total Inv. Paid 
(15) Total Deductions 
(15) Credit to Customer 
(17) Cash Discount 

(18) Deposit in Bank 


| i] \1| 


DEDUCTIONS ON INVOICES | ADDITIONS MADE 


(9) (10) | (11) (12) (13) 


Date |} Amt. of Inv. || Amt. Deducted || Date Amount 


Tllustration No. 173, Settlement Sheet 
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In some lines of business, such as some public utilities, a 
remittance slip is sent to the customer attached to the invoice. 
This slip is detached and returned with the remittance. It may 
take the place of a settlement sheet. 


Files ZA, 
reports of Cah 


receyows tre 
ender to form 
x 


GENERAL 
ACCOUNTANT 


Receives cash 
receipts. recora 
trom Cashier 


cash record 


Posts cash record 
t acount, 


Prepares 
cash record. 
ror General 
Accountant 


Prepares 
sellement sherls 
for Accounts 

Receivable 

Sectiore 


Sends casty 
to Caster 


Prepares cn 
ondassiftedl 
Mist of cash 
TCCOLAS 
whith «ts 
sent to the 
Treasurer 


TREASURER 

| Receives list of caste 
receipts Irom Matl Clerk, | 
Receives. deposit slije 
sent Irom Cashier 


Hs in settlement) 
sheetsfrom ACCOUNES 
Recewable Record. 


Post settlement 


ACCOUNTS 
RECEIVADLE SECTION! 


Recewes 


CASHIER, 


Recetwes 
cash from 
Mail Clerk. 


INCOMING 
MAIL CLERK 


Receives all cash 
which comes 
by mail, 


Compares 


CREDIT 
DEPARTMENT] 
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settlement sheets 
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C92Y 01 asi 
hip t 


1 CASUL CT? 


Compares deposit 
slip with list (rom 
Mailing Werk 
to see fall Cash 
és aeposiled. 
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uses TEepOrt lo make 
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Illustration No. 174, Procedure for Handling Cash Receipts 


The cashier will fill in the information requested by items (1) 
to (6) inclusive. Wherever any of the other items of information 
requested by this form are furnished by the customer, the cashier 
will also show them in the proper spaces on the settlement sheet. 
The cashier will balance the settlement sheets against the remit- 
tances received and send the settlement sheets in duplicate to 
the accounts receivable section. 


The accounts receivable section will check the remittances as 
shown by the settlement sheets against the ledger accounts and 
will fill in the remaining information called for by the sheets. 
After the settlement sheets have been completed, the remittances 
made by the customers will be posted to their accounts from the 
original settlement sheets. If bookkeeping machines are used for 
posting, the total of all the credits posted to the customers’ 
accounts can be obtained from these machines when the posting 
is completed. This total can be checked against the total of the 
settlement sheets obtained by means of an adding machine 
recapitulation. 
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(3) The accounts receivable section, after it has completed 
the settlement sheets, will send the duplicates to the collection 
department. From these sheets the collection department can 
check off the accounts they are holding for collection. 


(4) The mail department makes an unclassified list of all 
cash receipts turned over to the cashier. This list is sent to the 
treasurer. The cashier sends to the treasurer duplicates of the 
daily deposit slips. This enables the treasurer to know the total 
deposits for the day and to check deposits against receipts. 


This procedure is shown in diagram form in Illustration 
No. 174. 


In a retail business a considerable amount of cash is received 
by the sales clerks in payment of cash sales. This is sent to the 
cashier by means of a conveyor system. The daily cash receipts 
from sales are entered as a total on the record of cash receipts. 
No notice to the accounts receivable section or the collection 
department is necessary. Otherwise the procedure is the same 
as that outlined for handling cash received on account. 


Handling the Cash Disbursements 


The accounts payable section of the accounting department is 
usually responsible for initiating all cash payments which result 
from the ordinary operations of the business. The student is 
familiar with the preparation, payment and record of vouchers 
payable. The accounts payable section enters all checks issued 
in a duplicate loose-leaf record of cash disbursements. The 
original of this record is transferred to the general ledger account- 
ant and constitutes his record of cash disbursements from which 
he posts to the general ledger. The head of the accounts payable 
section reports to the treasurer the total of each day’s payments. 


In a large company some payments will be made by members 
of the field organization. Usually ‘‘working funds” or petty cash 
funds are established for their use. The method of handling 
these funds has been explained previously. 


Granting of Credit 


The credit department is usually a subdivision of the financial 
department. It is the function of this department to pass either 
directly or indirectly upon each sales order for the sale of mer- 
chandise on account. Its method of doing this depends upon 
whether the request for credit is from one who has not had former 
relations with the house or is from a former customer. 


__When an original request is received, the credit department 
will have no information on hand with reference to the pros- 
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pective customer and must begin an original investigation of the 
applicant’s credit standing. The sources of information with 
reference to a prospective customer are numerous, but the fol- 
lowing are those of most importance: (a) the applicant, (b) the 
salesman, (c) mercantile agencies, (d) credit associations, (e) 
miscellaneous. 

Many firms have standard forms which they provide appli- 
cants for credit on which to submit information with reference 
to themselves. These forms usually call for a Balance Sheet, a 
condensed Statement of Profit and Loss, and answers to various 
questions with reference to the nature of the firm’s proprietorship, 
contingent liabilities, outstanding orders, etc. Formerly little 
attention was given to the Statement of Profit and Loss in the 
granting of credit; the present tendency is to attach very great 
importance to it. The applicant for credit is in a better condi- 
tion to give information with reference to himself than anyone 
else. There is always the danger, however, that the information 
he provides may be inaccurate. The modern tendency of pre- 
senting a Balance Sheet and Statement of Profit and Loss which 
have been verified and attested as correct by a certified public 
accountant will do much to insure the reliability of the informa- 
tion presented by the applicant. 

Many firms require the salesman, when he obtains an original 
order, to send with it his opinion of the financial condition of the 
purchaser and to support this opinion with such information as 
he is able to secure. Although the salesman may be in a position 
to obtain much valuable information, he is limited in his investi- 
gation. An alert salesman is able to learn if the various companies 
he solicits are progressive, and if their respective markets are 
promising. It is not likely that he will know the exact figures 
on the financial condition of his buyers, and there is a tendency 
for the salesman to be over-optimistic, since he naturally desires 
to increase his sales as much as possible. 

There are mercantile agencies, the best known of which are 
R. G. Dun & Co. and Bradstreet, whose purpose it is to collect 
4nformation on the financial condition of business firms. All 
firms are graded by a standard developed by the agency and 
given a rating in a report the agency sells to business men. This 
report is revised frequently that it may provide up-to-date infor- 
mation with reference to all business firms. The agencies main- 
tain a staff of reporters, who by personal visit and investigation 
collect the information it uses in establishing the firms’ ratings. 
The agency reports are very valuable, but it is unwise to place 
too great dependence in them. The representatives of the agency 
may be misled and may not obtain accurate information, since 
they must depend to a considerable degree on the information 
supplied by the business it is rating. The ratings given in the 
reports of the two principal agencies should be compared to see 
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if they agree. If there is disagreement, this serves as a warning. 
In any case, the agency rating should be verified by information 
gained from other sources. 


In many cities credit men’s associations have been organized 
which collect information with reference to merchants and have 
this available for the information of its members. The members 
supply information with reference to their customers, and in this 
way much valuable data can be collected. In some cases the 
local organizations affiliate with a national organization, and, 
by this means, service may be rendered on a larger scale. There 
are also organizations in particular lines of trade which collect 
and distribute credit information. 


There are miscellaneous sources of credit information, such 
as banks, attorneys, other merchants, and local correspondents. 
All of these may be used to advantage under some circumstances. 


When a former customer asks for additional credit, all of the 
sources of information which have been discussed may be em- 
ployed, but usually the first information sought is that shown by 
the records of the credit and accounting departments. There are 
two reasons for this: (1) These various sources of outside infor- 
mation have no doubt been utilized at the time of the first order 
received from the customer, and, as a result of this investigation, 
the customer has been given a rating which is shown in the ac- 
counting and credit records. (2) The record of the customer’s 
dealings with the firm serves as a check upon the original rating. 
If his relations with the firm confirm the original estimate of the 
credit department, it is unnecessary to investigate his credit in 
detail again unless considerable time has elapsed since the first 
investigation, or something unfavorable with reference to him 
has been brought to the attention of the credit department. 


If the original investigation of a customer’s credit shows him 
to be a satisfactory ¢redit risk, it is customary to set a credit 
limit up to which his account may extend without further per- 
mission from the credit department. In many cases, this credit 
limit is shown on the customer’s card in the accounts receivable 
ledger. When an order is received, it will be referred to a clerk in 
the credit department or to the accounts receivable section in 
the accounting department, and the customer’s ledger record will 
be examined. If the sales order does not bring his indebtedness 
to the firm above the credit limit which has been set, the order 
will be approved without further investigation and sent to the 
proper department to be filled. If the new order causes the cus- 
tomer’s account to be beyond the credit limit originally set by 
the credit department, it must be referred to the head of that 
department or to one of his principal assistants for consideration. 
The credit department may decide to accept the order even 
though it results in extending the original credit limit allowed 
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to the customer. In fact, it is customary to be conservative and 
set the limit low. 


The establishment of credit limits relieves the credit depart- 
ment of a considerable amount of work in passing upon orders, 
and, if properly used, they are quite satisfactory. There are 
many customers who never purchase from the firm as large an 
amount as their financial condition would warrant. It requires 
only useless work to have each sales order from such companies 
passed upon by the executives of the credit department. If this 
method is employed, it is necessary, however, that the credit 
department have up-to-date information with reference to its 
customers, that it may be aware of any changes in their financial 
condition which are of sufficient importance to necessitate a 
change in their credit limits as originally established. 


It is customary, therefore, for the credit department to 
maintain some kind of a record for each of its principal customers. 
It is usually not necessary to maintain such a record for customers 
who make small intermittent purchases, and it is also not custom- 
ary to set a credit limit on such customers but to require that 
each of their orders be referred to the credit department for 
consideration. 


The records kept by the credit department may be of various 
kinds. Usually considerable information is collected with ref- 
erence to the customer at the time of the original investigation 
of his credit. This will usually be filed, and, as new information 
is obtained with reference to the customer, this will be filed with 
the original data. The credit departments of some firms keep 
no other record with reference to the individual customers and 
turn to their files whenever information is desired. In a small 
business this method may be satisfactory, but in a business where » 
there are many customers, this procedure proves uneconomical. 


INES She eee ei a Freee TO Was eee eee ek kee Late tems metneteten acer 
Salesniaris mene ate ety caas: BUSINESS rave she attenets oe Population...... 
Ratings | Paying Record ae 
Date Order|| Canceled|| Charged Retd. || Net Sale ||Trms 4 ment 
D|B/C|S | Disct.| Mos. | Slow 


el aoe i 


Illustration No. 175, Customer’s Credit Record 
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It is desirable, therefore, to establish a credit record for each cus- 
tomer, upon which is maintained the essential information with 
reference to him. The form of this record, of course, will vary, 
depending upon the methods of sale and the general business 
procedure of the firm. A typical form is shown in Illustration 
No. 175. 

By the use of a form similar to the one shown in Illustration 
No. 175, the credit department can obtain quickly the informa- 
tion it needs at any time with reference to any of its regular cus- 
tomers. If it desires more detailed information, this can be ob- 
tained by reference to its files. 


To keep such a form up-to-date requires considerable labor, 
and some credit departments prefer to refer to the ledger account 
of the customer to obtain most of the information contained on 
it. This procedure, however, is likely to interfere with the work 
of the accounts recéivable section, and there are some advantages 
in having the credit department maintain a separate record for 
its information. This can be accomplished without difficulty by 
having a copy of each voucher which affects the customer’s 
account sent to the credit department so that an entry can be 
made on the customer’s record. 


Handling of Collections 


The practices of business firms vary greatly with reference to 
the handling of collections. In some firms a copy of each sales 
invoice is sent to the credit department and is filed by it under 
the date of payment. If this method is followed, it is necessary 
to have some means of determining whether the invoices are 
paid when due. One method is for the credit department to re-~ 
move from the file each day all invoices falling due on that date 
and to send them to the accounting department. The accounting 
department checks these invoices against the ledger accounts and 
returns to the credit department those which have not been paid. 
The credit department may then request the customer to remit 
and file the invoices under a date a short time in advance so that 
if the remittance is not made promptly, the collection can be 
followed up. 


Another method is for the cashier to prepare in duplicate a 
settlement sheet for each remittance received from the customer. 
These settlement sheets are sent to the accounts receivable sec- 
tion, and, after they have been compared with the ledger account 
and filled in in the manner previously described, one copy is sent 
to the credit department. From these sheets the credit depart- 
ment can ascertain the invoices which have been paid and remove 
these from its file. 
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In some companies a copy of the invoice is not sent to the 
credit department, but, instead, it receives a copy of the state- 
- ment sent to the customer at the end of the month. These state- 
ments should be paid within a reasonable length of time there- 
after, depending upon the terms which have been made with the 
customer or upon the customs of the trade. For example, in 
some lines of business, statements are sent to the customer on 
the first day of the month with the understanding that they are 
to be paid on or before the fifteenth day of the month. The 
credit department files the statements under the date when they 
are expected to be paid. When remittances are received, a copy 
of the settlement sheet will be sent to the credit department and 
it can remove from its files the statements which have been paid 
as shown by these sheets. The statements which are not paid 
according to the terms agreed upon will be removed from the 
files, and a letter will be sent to the customer, reminding him of 
his failure to pay at the proper time and requesting remittance. 
The unpaid statements will then be filed under a date a short 
time in the future, and, if not paid by that time, a second letter 
will be sent. The statements are again filed under a future date, 
and proper action will be taken if payment is not made. 


To illustrate, a statement may be sent on the first of the 
month, with the understanding that it is to be paid on or before 
the fifteenth day of the month. The credit department will file 
a copy of the statement under date of the fifteenth of the month. 
Letters will be sent to all customers who have not paid by the 
fifteenth, and statements will be filed under date of the twenty- 
fifth. Another letter will be sent to those who have not paid by 
the twenty-fifth, and the statements will be filed so that they will 
be brought to the attention of the proper executive in the credit 
department within ten days. By this means there is no danger 
that there will be a failure to follow up a delinquent customer, 
since the statements which require action each day will be 
automatically brought to the attention of the proper party. 


There are various methods of handling collections, but it is 
thought that those discussed are sufficiently typical to give the 
student a general idea of collection procedure. It should be 
emphasized in this connection that, regardless of the amount of 
information which may be kept by the credit department, the 
final and authoritative record of the relation of the customer to 
the business is his account in the accounts receivable ledger. It 
is very desirable, therefore, that his record be kept accurate and 
up-to-date. To accomplish this, all sales should be entered to 
the debit of the customer’s account immediately. This can easily 
be accomplished by sending a copy of the sales invoice to the ac- 
counts receivable section of the accounting department so that 
entries may be made from these daily. In some small businesses 


1038 BOOKKEEPING AND ACCOUNTING [Ch. 67 


where a detailed sales journal is kept, postings may be made from 
this to the accounts receivable ledger. If this practice is followed, 
the posting should be made daily and not delayed until the end 
of the month when the postings are made to the general ledger. 


In the same manner, the credits to the customers’ accounts 
should be posted daily from settlement sheets, remittance slips, 
or the cash record. The terms of sale should be placed in the 
explanation column of the customer’s account. It is also well 
to indicate on the credit side of the account the method and time 
of payment by the customer. The time of payment Is, of course, 
indicated by the date. If the customer pays cash, this may be 
indicated in the explanation, or the practice may be followed 
of indicating all methods of payment other than cash, and, 
assuming that when no explanation is given, cash is paid. 


If a customer gives a trade acceptance or note in settlement 
of his account, this will be shown in the explanation column of 
the account. If the customer does not pay the acceptance or 
note when it becomes due, it should be charged back to his ac- 
count and taken out of the Notes Receivable account. By this 
means the account will show at any time in the future that the 
customer dishonored his acceptance or note, and this is very 
important information from a credit point of view. If the accept- 
ance or note is worthless or doubtful, it should be taken out of 
the account as soon as it is charged to it and transferred to the 
debit of the Reserve for Bad Debts account, but it should be 
passed through the customer’s account so that this essential 
information will be shown in his account. 


Reports on Cash and Credits 


It is necessary for the treasurer and his assistants to be in- 
formed at all times concerning the cash position of the company. 
It is also necessary for them to keep in close touch with the 
accounts receivable outstanding, the collections made, and the 
accounts payable falling due in the near future. Without this 
information it is impossible for them to have sufficient cash at 
all times to meet current needs and at the same time avoid a 
surplus. The treasurer should receive reports daily from the 
cashier and the accounts payable section of the accounting 
department showing cash receipts and cash disbursements re- 
spectively. The cash receipts should be classified to show the 
sources from which they are received, and the cash disbursements 
should be classified to show the purposes for which they are made. 
He should also receive reports on collections, past due accounts, 
and the accounts payable falling due within the next week. 


Sometimes the treasurer has prepared for his use a “daily 
cash blotter’? which may be similar in form to Illustration No. 
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DAILY CASH BLOTTER 


A. Bank BauaNnces AND Bank LOANS 


Name of Balance at With- Balance % Credit 
Bank Opening of Deposits drawals at End of Loans Balance || Line 
Day Day [ To Loans 
B. Accounts RECEIVABLE C. Accounts PAYABLE 
Accts. Rec. Ship- Balance Accounts Balance Due 
Out’ding |} Collections;| ments |) at End of Payable ||Payments]|Purchases|| End of During 
Day Today During Day Preceding Day Following 

Preceding Day Day eek 


Testioni Non (oeDane Cash blocs 


176. The value of this report to the treasurer is evident. The 
bank balances show him the amount of the cash balance of 
the company and where it is deposited. It also shows him the 
volume of cash receipts and disbursements and the banks where 
the cash receipts have been deposited. The comparison of bank 
loans at each bank with the bank balance at each bank shows 
him the bank balances which may be decreased without decreasing 
bank loans. Banks usually require that the cash balances bear 
a satisfactory ratio to the line of credit which the company has 
with them. Large banks usually insist that the cash balance be 
20% of the line of credit. The comparison shown between the 
line of credit, loans outstanding, and cash balance shows the 
banks at which additional loans may be made. 


The information on accounts receivable and collections indi- 
cates the efficiency of the credit and collection department and also 
affords a basis for estimating the receipts from accounts receivable 
in the immediate future. The comparative information on ac- 
counts payable indicates the promptness with which the company 
is meeting its obligations and affords a basis for estimating the 
immediate cash needs for paying accounts payable. 
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The president should receive periodic information on cash 
balances, bank loans, and lines of credit. Illustration No. 177 
shows a useful form for this purpose. The information shown 
on this report is self-explanatory. 


THE BLANK BOND AND MORTGAGE COMPANY 
Bank Report ror WEEK Enpine Fepruary 17, 1927 


(A) (B) (C) (D) (E) 


Average Line of % of ||Loans from || Date of 

Bank Balance Credit A to B Bank Maturity 
Citizens’ State Bank. . 9,158)39)| 50,000 18% 25,000 3-28-27 
25,000 3-21-27 
Jackson Park......... 8,588/91)| 50,000 17% 50,000 3 9-27 
(Umionels an onesie 9,872|66)| 50,000 20% 16,000 2-21-27 


5,000) || 5-20-27 
4000] || 3- 1-27 
10,000; || 3- 3-27 
5,000] || 6- 1-27 | 
10,000] || 9- 2-27 


Union Trust Company 1,112/47 


University State...... 3,214/82}| 10,000 82% 10,000 2-21-27 


Washington Park..... 3,052/86}| 15,000 20% 15,000 3-15-27 
Commercial Trust... . 2,185)64 5,000 44% 5,000 — 5-27 
Boulevard Bridge..... 5,000} _ J 


Dotalswve eee eee |e 42185170) £80:000 23% 180,000 


Illustration No. 177, Weekly Report on Bank Balances, Loans, 
and Lines of Credit 


Illustration No. 178 shows a report on accounts receivable 
which is useful to both the treasurer and the credit manager. 
Illustration No. 179 shows a similar report on collections. These 
reports are designed for use by a company which sells its product 
through branches. The same type of report can be used by 
companies making sales without the use of branches by changing 
the information shown in the first column. 


These reports are intended to be only indicative of the various 
reports which may be made on cash and credits. 
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MONTHLY REPORT ON ACCOUNTS RECEIVABLE 


Monthiofteeeae oer LOM 
7m +5 Receiwabl Ratio of Ratio of 
+o ahi Sieeee a Per Cent Acets. Ree. Acets. Rec. 
Sales Unit Increase to to Sales 
End of ~~ or Sales Last Year 
Month Beginning | Decrease This Year Same Date 


Detroit Branch....... 
New Orleans Branch... 
Boston Branch....... 
New York Branch.... 
Chicago Branch...... 
Seattle Branch....... 
Philadelphia Branch. . 
Portland Branch...... 
Los Angeles Branch .. 
Other than branches. . 


Illustration No. 178, Monthly Report on Accounts Receivable 


MONTHLY REPORT ON COLLECTIONS 


Monthy olen ieenane te OR 
| | Per Cent 
Estimate this Month Actual this Month Collections 
Per Cent to Sales 
Est. Col- 
Sales Unit lect. to Same 
‘ Est. This | Last | Mo. 
Sales | Collections|} Sales Sales Collections || Mo. | Mo. tee 
ear 


Detroit Branch.) 
N. Orleans Beh. 
Boston Branch. 
N. York Branch]! 
Chicago Branch 
Seattle Branch. 
Phila. Branch. . 
Portland Bch... 
Los Angeles Bh. 
Other than 
branches... . 


Illustration No. 179, Monthly Report on Collections 
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QUESTIONS FOR CLASS DISCUSSION 


hcl (ie 20 


The general accounting section, the accounts receivable sec- 
tion, the collection section, and the treasurer are all concerned 
with the amount of cash received daily. Explain the purposes 
for which each uses this information. 


pe yan 


Explain the purpose and contents of the settlement sheet. 


See Bes 


Compare the procedures for handling cash receipts in a manu- 
facturing business with the same procedure in a retail depart- 
ment store. 


Trace the course of an invoice payable from the time of its 
approval by the purchasing agent until its final disposition. 
Explain all entries which will be made in connection with it. 


Bei ces 


_ The treasurer exercises control over disbursements by check, 
since his signature is required on each check issued. In what way 
may he exercise a similar control over petty cash disbursements? 


ee ee 


You are a bond salesman. You understand that the X Com- 
pany desires to invest some of its excess funds. How would you 
proceed to interest the X Company? 


a 


Explain and illustrate the importance of credit control. 


a er 


The treasurer of the Jefferson Company has been responsible 
for its credit policy. This treasurer’s theory is that as long as a 
customer is honest and willing to pay, he should be permitted to 
buy goods on account. What do you think of such a policy? 
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var pene 


You have been asked to examine the methods of the credit 
department of the Rector Trading Company. The outstanding 
defect that you find is that there is no co-operation between the 
credit and financial departments. State your argument to the 
president of the company as to why there should be greater co- 
operation between these departments. 


Trace the procedure by which the credit standing of a pros- 
pective customer is investigated. 


“The present tendency is to attach very great importance to 
the Statement of Profit and Loss in credit granting.”’ Why should 
so much importance be attached to it? 


ith) ra 


The credit manager of the X Company says that he uses Dun 
and Bradstreet exclusively in determining the desirability of a 
customer for credit. What criticism would you make of such a 
policy? 


oe 


Compare the method of obtaining information with reference 
to a new applicant for credit with the method of obtaining infor- 
mation with reference to a former customer. Explain the reason 
for the difference in method. 


Upon investigation of the credit methods of the Y Company 
you find that no limit has been placed upon the amount of credit 
any of the customers may secure. What reasons would you give 
to the manager of the credit department to induce him to estab- 
lish the opposite policy? 


at hoe 


Explain the nature of the information which the credit depart- 
ment should keep with reference to customers and the method by 
which this information may be maintained for ready use. 
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eras 

The Paterson Mercantile Company finds that its collection 

system is inadequate. Many accounts are overdue and the 

credit department is lax in enforcing payment. You are asked to 

investigate the cause. Explain the principal defects which you 
would expect to find. 


aries 

Explain the method of maintaining an accounts receivable 

ledger so that it will be of most service to the credit department. 
= {oe 


“Tt is the function of the credit department to pass either di- 
rectly or indirectly upon each sales order for the sale of mer- 
chandise on account.’’ Explain how the credit department may 
pass andirectly on the sales orders 


S19 


Explain the content and purpose of the reports on accounts 
receivable, collections and bank balances and loans, which are 
shown in Illustrations Nos. 177, 178, and 179. 


50 = 


Explain the content and purpose of the treasurer’s daily 
cash blotter. 
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LABORATORY MATERIAL 


Exercise No. 244 


The Balance Sheet of the Smith Steel Company on March 1, 
jee IS ase Lollonys: 


SMITH STEEL COMPANY 


BALANCE SHEET, MARCH 1, 19.... 
Assets Liabilities and Capital 
Mandi rer ern. ms ne 59,748|80 Preferred Stock...... 100,000 
Butldinesameases eee a. 69,461|74 Common Stock ...... 200,000 
HWquUIpMenteean see ee eo OSTA 29 Billsveavablcaaee ere 13,300 
Organization Expense. . 14,990\74 || Accounts Payable.... 42,569/95 
Unexpired Insurance... | 172/33 || Payroll Accrued...... 1,229/74 
@ashwesyiss vee he 38,472|88 Interest Accrued..... Sel 
Bills Receivable....... 934 Reserve for Bad Debts 1,153/41 
Accounts Receivable... 11,939/98 Reserve for Deprecia-| | 
DLOLCS ee pamen see cue ere 15,357|15 tion of Buildings... 2,680)59 
Goods in Process...... 2,804'04 || Reserve for Deprecia- 
tion of Equipment. . 11,732/48 
372,977)17 
Detichteyseoy es: tone oe 63,881/22 
Motal@Assetsere. ante sce 309,095)95 || Total Liab.and Capital) 309,095)/95 


The Jones Steel Company is contemplating the purchase of 
the common stock of the company and requests you to make an 
examination of the records and accounts and state what in your 
opinion is the correct book value of the common stock. Your 
examination discloses the following: 


1. A mortgage of $25,000.00 is outstanding against the 
land. This has been subtracted from the book value of the asset. 
The book value of the Land account was increased $40,000.00 
above cost two months ago based upon an estimate of the directors 
as to its present value. Your investigation convinces you that 
the present value of the land is not in excess of its cost. 


2. The company was organized ten years ago and organiza- 
tion expenses of $14,990.74 have been carried on the books since 
the time of organization. You decide that this item should have 
been written off during the early life of the corporation. 


8. You discover liabilities of $2,100.00 which are not on the 
books. 
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4. There is a provision in the charter of the company that 
the preferred stock of the company has a preference as to assets 
to the amount of its par value. You decide, therefore, that in 
determining the book value of its common stock, the preferred 
stock at par value must be subtracted from the net worth. 


INSTRUCTIONS: 1. Prepare a Balance Sheet in proper form, show- 
ing the financial condition of the company as of March 1, after giving effect 
to the foregoing adjustments. 

2. State what you think to be the proper book value of the common 
stock. 


Exercise No. 245 


The treasurer of the Frazer Manufacturing Company finds 
that the losses from bad debts are increasing rapidly each year. 
He decides that this is due to the lack of adequate credit and col- 
lection procedure. He requests you to investigate and recommend 
a procedure which will provide an effective control of credit and 
collections. From your examination you learn the following: 


1. There is not a separate credit department. An assistant 
to the treasurer is responsible for the passing on sales orders and 
securing collections of unpaid accounts. He has an inadequate 
staff of assistants and has no standardized procedure by which to 
exercise control of either credits or collections. 


2. Orders are received during the year from approximately 
20,000 customers. Seventy-five per cent. of the orders received 
are from former customers and the remainder from new customers. 


3. Statements are sent to all customers on the first day of the 
month with the agreement that payment is to be made on or 
before the fifteenth of the month. 


; INSTRUCTIONS: Write a report to the treasurer covering the fol- 
owing: 

1. The need for a well-organized credit department. 

2. The functions of this department. 

3. The procedure to be followed in granting credit. 

4. The procedure to be followed in making collections. 


Exercise No. 246 


You are credit manager of the Crawford Manufacturing Com- 
pany. An order is received from Hodge & Taylor, a partnership 
engaged in manufacturing operations. At your request for infor- 
mation with reference to their financial condition, they submit 
the statement, as shown on page 1047. 
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HODGE & TAYLOR 
BALANCE SHEET, JUNE 30, 19.. 


Assets Liabilities and Capital 

Wash Were: eee athe eee 10,000 Accounts Payable.... 54,000 
Real Estate (aie ely 80,000 BilisiPayablewws ss 140,000 
Machinery and Tools. 15,000) — A. C. Hodge, Capital . 36,000 
Raw Materials........ 18,000 E.R. Taylor, Capital. 12,000 
Goodwill Se dn Scns ee 9,000 

Accounts Receivable...|} 160,000 

Total Assets........... 242,000 Total Liab.and Capital] 242,000] 


INSTRUCTIONS: 1. Write a letter to Hodge & Taylor containing 
the following: 
Questions you desire answered with reference to the items on the 
statement they have submitted. 
2. Request for such additional information as you need to know. 


Exercise No. 247 


The bookkeeper of the Torr Manufacturing Company is unable 
to obtain his Trial Balance, the debit total being $7,600.00 larger 
than the credit total. You are requested by the treasurer to 
determine the cause for his difficulty. Upon investigation you 
discover the following errors: 


1. The Accounts Receivable column on the debit side of the 
cash book is underfooted by $200.00. 

2. The total of the Sales Discount column amounting to 
$1,680.00 has been posted to the credit of the Sales Discount 
account, and the total of the Purchases Discount column amount- 
ing to $2,780.00 has been posted to the debit of the Purchases 
Discount account. 

8. The balance of cash on hand at the beginning of the month 
was $6,400.00, and this has been included in the total of the cash 
receipts column and posted to the debit of the Cash account. 

4. A check for $200.00 drawn in payment of an invoice has 
been entered as a collection on the debit side of the cash book and 
posted to the credit of Accounts Receivable. 

5. Cash sales for $1,200.00 have been entered in both the sales 
record and the cash book. They have been credited to Sales 
from each record, but the debit on the sales record has not been 
posted. 

6. Goods returned by customers amounting to $2,000.00 
have been entered as purchases and posted accordingly. 


INSTRUCTIONS: Draft journal entries to correct these errors. 
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Exercise No. 248 


The Davies Manufacturing Company has an outstanding 
capital stock of $2,000,000.00, one-half of which is 6% cumula- 
tive preferred and one-half common. The by-laws require that 
upon the payment of a dividend to the common stockholders a 
reserve shall be set up equal to 10% of the dividend, and that 
after the common stockholders receive a dividend equal to that 
paid to preferred stockholders, one-half of the remaining surplus 
shall be carried to the reserve until it amounts to $250,000.00. 


On December 31, 19..., the Surplus account shows a debit 
balance of $200,000.00. Accordingly the preferred dividends for 
the year are passed. The Statement of Profit and Loss for the 
following year shows a net income for the year of $540,000.00. 


INSTRUCTIONS: Draft journal entries to show disposition of profit 
of $540,000.00, assuming that dividends to both preferred and common 
stockholders are declared but not yet paid. 


Exercise No. 249 


Meade & Company sold to Marshall & Lyon merchandise 
invoiced at $3,000.00, terms 2/10, n/30. Marshall & Lyon did 
not take advantage of the discount, but at the end of the thirty 
days offered in settlement cash $1,000.00 and two notes for . 
$1,000.00 each, payable in sixty and ninety days respectively. 
The notes bear interest at 6%. Meade & Company accept this 
settlement. At the end of thirty days they discount the notes 
at the First National Bank at 6%. 


Marshall & Lyon pay the sixty-day note at maturity. At the 
maturity of the ninety-day note they offer Meade & Company a 
new thirty-day note with interest at 6% for $500.00, and a check 
for the balance of the $1,000.00 note plus interest, and request 
them to take up the $1,000.00 note at the bank. 


Meade & Company agree to this and take up the ninety-day 
note. They immediately discount the $500.00 note at the First 
National Bank, rate of discount 6%. Marshall & Lyon pay the 
thirty-day note at maturity. 


INSTRUCTIONS: Make the journal entries to show the effect of the 
foregoing transactions on the records of Meade & Company. 


CHAPTER LXVIII 
ACCOUNTING FOR BRANCHES 


Reasons for Establishing Branches 


Branches are established because it is thought that one or 


more of the following advantages may be obtained from their use: 


(1) 


(2) 


(3) 


(4) 


(5) 


It is easier to keep in touch with the trade and the activities 
of competitors if a firm has a local organization in the field 
than if it depends on the reports of independent jobbers or 
retailers who handle its goods. 

If the branch carries a stock of merchandise, deliveries to 
customers can be made more quickly from the branch than 
from the general office of the company. 

It may be possible to save delivery expense by shipping 
in carload lots to the branch and delivering in small lots to 
the customer from the branch stock. Lower rates can be 
obtained on the carload lots than can be obtained on the 
smaller shipments. If the customer is a considerable dis- 
tance from the place of original shipment, a considerable 
saving may be effected by this procedure. In a business 
where it is the custom for the vendor to pay transportation 
charges, this is an important consideration. If the purchaser 
pays the freight, its lower amount aids in selling. 

If goods are marketed through an agent or independent 
firm, the goodwill of the customers is apt to attach to the 
agent or firm rather than to the product sold. If for any 
reason the agent or firm ceases to handle the goods of the 
wholesaler or manufacturer, the latter looses the benefit of 
the goodwill built up by the former. If the manufacturer 
or wholesaler establishes a branch, he has an opportunity to 
retain the goodwill established by the branch. 

By establishing branches it may be possible to obtain the 
profit which the agent or jobber would otherwise obtain. 


Organization for Branch House Control 


The organization for branch house control depends upon the 


nature of the operations carried on by the branch. One of the 
conditions described in the following paragraphs may exist. 
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(1) 


(2) 


(3) 


BOOKKEEPING AND ACCOUNTING [Ch. 68 


In some businesses branches are established which act only 
as sales agencies. Their chief function is to take sales orders 
which they forward to the general office for approval. If 
the orders are approved as to terms, prices and credit by 
the general office, it makes shipment to the customer. The 
customer is invoiced from the general office and collections 
are made by it; consequently the accounts receivable and 
sales record are kept at the general office. Under these con- 
ditions it is necessary to have only representatives of the 
sales department at the branch. There will be a branch 
manager who will have supervision of the salesmen at the 
branch. The branch manager, in addition to acting as sup- 
ervisor of the other salesmen, spends a considerable part 
of his time in a sales capacity. He is under the control of 
and reports to the head of the sales department. The only 
executive of the company who has any control of the branch, 
other than the sales manager, is the treasurer, who exercises 
supervision of the petty cash fund which it maintains. 


The branch, though not maintaining an inventory, may 
invoice customers and make collections. In this case there 
must be a representative of the credit department at the 
branch who will pass upon the credit standing of the cus- 
tomer. The branch manager may act in this capacity, or 
he may delegate this duty to an assistant. In any case, 
the one acting in this capacity is under the supervision of 
the general credit manager. If the branch makes collec- 
tions, it will exercise custody of the funds received under 
the supervision and control of the treasurer. 


The branch may maintain an inventory from which ship- 
ments are made to customers. It may maintain a sufficient 
inventory to fill all orders, or it may keep in stock only 
certain classes of merchandise and forward orders for the 
remaining classes to the general office for shipment. It 
may receive all of its inventory through the general office, or 
it may be authorized to purchase all or part of it from out- 
side vendors. If an inventory is maintained, the branch 
is responsible to the merchandise manager, the controller, or 
other officer who has jurisdiction of inventories, for its 
proper maintenance and for securing a satisfactory turnover. 
If purchases are made from outside vendors, these must be 
subject to the control of the general purchasing agent or 
merchandise manager. 


As the activities of the branch increase, its clerical operations 


multiply and the number of its office employes grows larger. To 
promote efficiency and economy, it is desirable that a standard- 
ized office procedure be developed. To this end the office opera- 
tions of each branch are placed under the supervision of the gen- 
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eral office manager. If accounting records are maintained at 
the branch, these will be under the direction of the controller or 
the general auditor. 


As the operations of the branch increase with the consequent 
increase of responsibility, it comes under the control of all the 
principal executives of the company. Since the primary func- 
tion of the branch is to assist in the marketing of the product of 
the business, the branch manager is usually under the line con- 
trol of the head of the sales department. He is under the func- 
tional control of the other executives who prescribe the proce- 
dures with reference to the activities relating to their departments 
and delegate to him the enforcement of these procedures. In 
some cases there may be a manager of branch houses who is the 
immediate superior of the branch managers. He may report to 
the head of the sales department or direct to the president. 


This discussion has dealt with branches used for mercantile 
purposes. A business may have two or more factories which it 
uses in the production of its commodity. These factories are 
not branches in the strict sense of the term, but rather separate 
units of the company. Usually each factory is under a works 
manager or superintendent who reports to the head of the pro- 
duction department or to the president. With this exception the 
control exercised over the factory by the general officers of the 
company is very similar to that exercised over a sales branch. 


Methods of Branch Accounting Control 


The methods of accounting used for branches may be classi- 
fied as follows: 


(1) No accounting records except those of a memorandum 
nature are kept at the branch. The books of original entry 
and the ledger records for recording the branch transac- 
tions are maintained at the general office. If only a few 
branches are maintained and the transactions they perform 
are not too numerous, their transactions may be entered in 
the general records of the home office. For example, the 
sales of the branches and of the general office may all be 
entered in the same sales record; the cash transactions may 
all be entered in one cash record; likewise, purchases in one 
purchase record, and miscellaneous transactions in one jour- 
nal. In this case only one ledger will be kept and a control- 
ling account will be maintained in it for each branch. If the 
branches are numerous and their transactions large in num- 
ber, separate records of original entry and a separate ledger 
will be maintained for each branch. The branches will make 
reports to the general office, as the basis for its entries. 
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(2) The branch makes all entries of original record and forwards 
to the general office summaries of the transactions performed. 
For example, the branch records all sales made and at the 
end of the month sends a report to the general office, show- 
ing the total to be debited to Accounts Receivable and 
credited to Sales. Similar reports will be made for pur- 
chases, cash receipts, and cash disbursements. The jour- 
nal entries for the month will be reported individually. 
The general office may post the summaries sent by the 
branches to individual ledgers or direct to the general ledger. 
When this method is followed, the periodic summaries are 
made on journal vouchers and these are filed in loose-leaf 
binders and used as posting mediums. 


(8) The branch maintains books of original entry and also a 
complete ledger. In short, it has a complete accounting 
system. On the ledger there will appear a controlling 
account with the general office which takes the place of the 
customary proprietorship accounts. On the ledger of the 
general office there will be a similar controlling account for 
each branch. Periodic reports, usually monthly, are made 
to the general office, and from these reports entries are made 
in the general records to adjust the controlling account 
maintained with the branch. 


It should be understood that the foregoing classification of 
branch accounting methods is not intended to be arbitrary. In 
any specific business, modifications will be found, and in many 
cases part of the accounting system will be centralized at the 
general office and other parts of it will be centralized at the 
branch. A better comprehension of the procedures which may 
be used may be obtained through a discussion of the methods of 
handling the following: (a) cash; (b) purchases; (c) sales; (d) 
expenses; (e) accounts receivable; (f) accounts payable. 


Cash 


In nearly all cases the branch is given a working fund which 
is sufficient to meet its needs for a limited, period of time. It 
reports its disbursements to the general office when it needs 
additional funds, and the general office sends it a check for the 
amount of its disbursements. This will bring the fund back to 
the original amount. In short, the working fund is operated in 
the same manner as a petty cash fund. 


If the branch records are maintained at the general office, the 
branch will make a duplicate record of its cash disbursements on 
loose-leaf sheets designed by the general office. When the branch 
needs additional funds, it will forward the original copy of its 
cash disbursements record with the paid vouchers attached, to 
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the general office. The general office will file these sheets in a 
binder and use them as its cash records for the branch. If the 
branch maintains its own accounting records, it may forward a 
copy of its disbursements record with attached vouchers to the 
general office, or a representative of the general office may per- 
form a periodic audit of the branch records. 


If the general office collects the accounts receivable of the 
branch, the only cash receipts of the latter will be the advances 
from the general office. If the branch collects its accounts receiv- 
able, the receipts therefrom may be deposited in a local bank to 
the credit of the home office and a copy of the daily deposit slip 
forwarded to the treasurer. If the records of original entry for 
the branch are kept at the general office, the branch will make 
a duplicate copy of cash receipts on a loose-leaf form designed by 
the general office and will forward the original of this copy periodi- 
cally, usually monthly. The general office will file the record of 
cash receipts submitted by the branch and use it as a posting 
medium to the branch ledger. If the branch maintains records 
of original entry and the general office maintains the branch 
ledger, the former will forward periodically, a summary of cash 
receipts on a standard journal voucher. 


Purchases 
Various conditions may exist with reference to purchases: 


(1) The general office may ship from its stock all merchandise 
sold by the branch. In this case the branch has no respon- 
sibility except to verify the amount received. If the branch 
maintains records of original entry, it will make the appro- 
priate entry in its records to debit Inventory or Purchases 
and credit General Office. This entry will be made from the 
invoice received from the general office. If the general 
office maintains the branch records of original entry, the 
branch will approve the invoice and send it to the general 
office for entry. 


(2) The general office may make the purchase for the branch 
and also make payment of the invoice. When this prac- 
tice is followed, the general office almost invariably makes 
the original record for purchases. The branch reports to 
the general office the amount of merchandise received and 
the latter makes all entries. If the branch maintains the 
original record, the general office approves the invoice and 
sends it to the branch for record. 


(3) The general office makes the purchase for the branch, but 
the latter pays the invoice. In this case, the branch may 
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(a) enter the invoice in its records and post it at the end of 
the month; (b) enter it in the records and send a summary 
of all purchases made to the general office at the end of the 
month; or (c) approve the invoice and forward it to the 
general office to enter. The method of accounting employed 
will determine which method is to be followed. 


(4) The branch may purchase its merchandise and pay for same. 
In this case it may follow any of the procedures given in (8). 


Sales 


If the branch does not invoice its customers but forwards all 
orders to the general office, it has no responsibility for the record- 
ing of sales. If it invoices its customers, it may (a) enter the sales 
invoice and post to ledger accounts, if it maintains a complete 
accounting system; (b) enter the invoice in the sales record and 
make a summary report to the general office; (c) approve the 
invoice and forward it to the general office for entry if no account- 
ing records are kept at the branch. 


Expenses 


The branch usually pays all its operating expenses, although 
in some cases salaries are paid from the general office. These 
expenses are recorded in the cash disbursements record and 
posted from there to the ledger either at the branch or the 
general office, depending on the method of accounting employed. 


Accounts Receivable 


If the branch collects its accounts receivable, it will maintain 
an accounts receivable ledger. A customer’s account will be 
debited from a copy of the sales invoice and will be credited from 
the “remittance slip’’ which accompanies the remittance of the 
customer or a “‘settlement sheet’”’ prepared by the company when 
the remittance is received. If the accounts receivable are col- 
lected by the general office, the accounts receivable ledger will 
be maintained at the general office. The branch will forward a 
copy of the sales invoice to the general office for entry in the 
accounts receivable ledger. 


Accounts Payable 


If the branch pays its accounts payable, it will maintain an 
accounts payable ledger or an unpaid voucher file. If its accounts 
payable are paid by the general office, it will forward its invoices 
payable to the general office and the accounts payable record will 


be kept there. 
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Branch House Reports 


The reports made for the use of the branch manager and the 
executives of the company depend upon the nature of the oper- 
ations of the branch. To indicate the nature of these reports 
we will discuss briefly the following: 


(a) Monthly Balance Sheet. 

(b) Monthly Statement of Profit and Loss. 
(ec) Monthly Expense Analysis. 

(d) Monthly Inventory Report. 


THE CHICAGO TRADING COMPANY 
KANSAS CITY BRANCH 
BALANCE SHEET, DECEMBER 31, 1926 
Assets | 
CURRENT ASSETS: | 
(GENS) Os bl ccleversaragit ea ee ieee STS cao etace Parody SICRe 26,320 |20 
INORESEReCCIVaDIOs parr ei uae ah eC mee 47,987 \41 
Accounts Receivable: , | | 
Customersa es ee ee 187,420.01 |] | | 
OCH ETS Wee Peer we eevee se 3,642.84 |/239,050 26 | 
Merchandiser liny.cnt Ory. aeeemiecnt tt tame 402,002 20 
@onsignede\ierchandisemsts aha eee ae 12,137 |80 | 
hotalecurrenty ASSeusn. nen een eee | | 679,510 | 46 
FIXED ASSETS: | | || | 
HusmitunecandebixtUres ann enters rcs sree icts ee _ 8,784 29 
DEFERRED CHARGES: |__| 
ere pal MlMSUran CO bec sy..s erste ve timp oP ates sgsnoysy seus | 47 | 22 | | 
PrepaldRaxecrme wae tats citacr wear yar ous: 354 91> 
INGvances tOnSalsment.. sates cite etnies sorters 50017) | | 
Doubtful Accounts Receivable ............... | 4,336 69 | 
otaladetenreduchaveccman ne mnaneraeienie | | | _ 5,288 |82_ 
otalinme tan exer A ocikfe deat oe ste | | 688,583 57 
Liabilities } 
\| 
CURRENT LIABILITIES: | | 
NGCOUINE TEENS 7 es ogo ce sore Dbieee | 1,418) 33 || 
Salaries and Wages Payable................. | _ 812 | 50 |] 
Motaltcurrenbilabiittes sem, .e ia weeneclchele | 2,230) 83 
THE CHICAGO TRADING COMPANY ...........-. | | | 686,352] 74 
Dt Vice MONON ye op The Sa? | _|| 688,583] 57 
SS 


| 
Illustration No. 180, Balance Sheet of a Branch 
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Monthly Balance Sheet 


The assets and liabilities of the branch are usually not num- 
erous but are of sufficient importance to merit a report. The 
standard form of Balance Sheet may be used for this purpose. 
The difference between the assets and liabilities of the branch 
shows the investment of the company in the branch and is usually 
shown under the title of ‘‘General Office Account.”’ Illustration 
No. 180 shows a Balance Sheet for a branch. 


There are but few special features of the branch Balance 
Sheet. The merchandise inventory shown on the Balance Sheet 
of the branch is usually valued at the same price at which goods 
are billed by the home office to the branch, which is frequently 
higher than cost. In all cases where this inventory valuation is 
not on the basis of cost or market value, whichever is the lower, 
a reserve will be set up on the books of the home office sufficient 
to reduce the inventory to its proper valuation. Upon consolida- 
tion of the Balance Sheet of the branch with that of the home 
office, this reserve will be applied as a deduction from the inven- 
tory and the inventories of the home office and the branch inven- 
tory will be carried net in the consolidated Balance Sheet. 


The consigned merchandise is sometimes valued at selling 
price. In this case another reserve will be set up on the home 
office books to reduce it to a proper carrying value. 


The account with the Chicago Trading Company represents 
the value of the assets included on the branch Balance Sheet less 
the liabilities of the branch, or the amount for which the branch 
is liable to the home office. This item is a credit on the branch 
Balance Sheet but will appear as a debit item on the books of the 
home office, where goods, money advances and other items have 
been charged and credited respectively to the branch as the 
transactions arose. 


Monthly Statement of Profit and Loss 


A separate Statement of Profit and Loss is prepared for each 
branch for the use of the branch manager and the executives of 
the company. The standard form as illustrated in Chapter 
LVIII is satisfactory. For the use of the executives of the com- 
pany, it is useful to have prepared summary reports which show 
for all branches comparative data with reference to sales, selling 
expense, and net profits. These reports may be similar in form 
to Illustrations Nos. 147-154. 


Monthly Expense Analysis 


This report will show in comparative form the expenses of the 
month classified under the principal kinds of expenses incurred, 
such as selling, accounting, general administrative, advertising, 
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delivery, etc. The report may be ruled as in Illustration No. 181 
to show the expenses as follows: (1) this month; (2) last month; 
(8) per cent of increase or decrease; (4) average to date this 
year; (5) average to date last year. 


MONTHLY EXPENSE ANALYSIS 


‘ \| Per Cent Average 7 Average 
This Last Increase to Date to Date 
Nature of Expense Month Month or this Last 
Decrease Year Year 
Dellin Pak At we Sara mets) costo tesy aoe | ees Filta oe load ob aap | rk ci raya | iaapdices Re 
OMCE Tre cc Musa ci ee okie linus: Dchaill eeee eee aller erore ares he aoa s S ielseasiak sate 
FAC COUMUIN Seer eet ioral ee Beylllakeente Spence ee Seale otters SBI tlbae Seste von 
NAVEL hISIN Da Aemrues ck «shoes alles Petal oem BePall|ee tae sence Mees ave Sol tee eee stad 
Delivery Gok Lar eee hell ead poet Seas boon a | eee yh ee eee oe 
SCORCS lay ace dere cas acts eecaes oll maetins Aveae lll’. Grete RAI Sore orereltlo.c ee eel eco e ore 
EVO Galea eae ccee eas sce aie teat |e ate tk. omelet ll | Pore aeseneedl teh a cee aah a Bee 


Illustration No. 181, Monthly Expense Analysis 


Monthly Inventory Report 


The monthly inventory report will show the inventory classi- 
fied under the principal classes of merchandise handled. It may 
be ruled as in Illustration No. 182, to show the following: (1) 
inventory at beginning of month; (2) receipts during month; (8) 
total to account for; (4) sales during month at cost; (5) inven- 
tory at end of month; (6) orders outstanding; (7) quarterly 
turnover. 


MONTHLY INVENTORY REPORT 
Inventory Total Sales Inventory Quar- 
Merchandise ||| Beginning Receipts to During at End Orders terly 
Group of During Account Month at of Out- Turn 
Month Month for Cost Month standing over 
ion artentenl (ie de.ceien 6 |l\’el seuve.||||\' 10:0 e~a)ll Kane, Celli ee eco gwirell enim, ell Ite test, 9)i6 Waac, cate Gt 
AMGEN Lo oss lIhce so cll eaelhl occas Tom ll Matern MalNinG Bley coil ihe i te eaoemanl geil terrain blest (ARERR 


Illustration No. 182, Monthly Inventory Report 
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QUESTIONS FOR CLASS DISCUSSION 
2 


The Warner Company for many years has marketed its prod- 
uct through jobbers. It decides to discontinue this policy and 
to establish branches through which to sell its merchandise. Ex- 
plain the possible advantages which the company may obtain 
from this method. 

Be Owes 


The branches of the X Corporation receive orders from cus- 
tomers which they forward to the general office for shipment. The 
general office also invoices all customers and makes collections 
therefor. The branches of the Y Corporation maintain inven- 
tories, invoice their customers, and make collections. Explain 
the control which the general officers of the company exercise over 
the activities of the branches in each of the foregoing cases. 


a Ne 


The Warner Company, after the establishment of the branches 
referred to in Question 1, desires to establish a proper account- 
ing control of its activities. There is some difference of opinion 
among the executives of the company as to the accounting pro- 
cedure which should be followed. Explain the possible methods 
of accounting which the company may adopt. 


eee pce 


On your recommendation the Warner Company determines on 
the following: 


(a) That the branch ledgers are to be maintained at the 
general office. 

(b) That the detailed records of original entry are to be 
maintained at the branches 

(c) That each branch is to have a working fund of 
$10,000.00, to be replenished as often as necessary by 
the general office. 

(d) That customers are to be invoiced by the branches 
and collections made by them. 

(e) That all merchandise sold by the branches will be 
purchased by the general office, but all payments for 
merchandise purchased from outside vendors are to 
be made by the branches. 


Under these conditions, explain how the cash receipts and 
disbursements of the branches will be recorded and controlled. 
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==) 


The general office of the Warner Company purchases mate- 
rial from the Ames Company, of Worcester, Massachusetts, to 
be shipped to the New York branch. Trace the procedure from 
the time the order is placed until the final entries are made on 
the records of the general office. 


Ee Seen 


The Chicago branch of the Warner Company receives an 
order from a customer. Trace the procedure from the receipt of 
the order until the final entries are made on the records of the 
general office. 


Easy ae 


The general office of the Blank Corporation has followed the 
practice of making the purchases for its branch offices as well as 
paying the invoices. The company decides to permit the branches 
to make these purchases and pay their invoices. Explain the 
changes in procedure which will be required. 


Bre rae 


The branches of the King Manufacturing Company maintain 
a complete set of records. The general office supplies the branches 
with all their merchandise. When shipments are made, dupli- 
cate invoices are prepared. One copy is used as the basis of the 
entries on the records of the general office. The other copy is 
forwarded to the branch, and, after being verified as to quantity 
on the receipt of the goods, serves as a basis of the entries on the 
branch records. You have before you a Trial Balance of the 
general ledger of the general office and of the general ledger of the 
New York branch, which are taken on the same day. The former 
shows the New York Branch account to be $1,800.00 larger than 
the latter shows the General Office account. Explain a possible 
reason for this discrepancy. 


ae aes 


The new treasurer of the Wharton Construction Company 
finds that the branches of the company collect their accounts. 
He desires to have the collections made from the general office. 
Explain the changes in procedure which must be made to accom- 
plish this. 

Beit) ee 

“The branch usually pays all its operating expenses, although 
in some cases salaries are paid from the general office.” Why may 
salaries be paid by the general office and not other operating 
expenses? 
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ost 


In some companies the accounts receivable records are kept 
at the branches and collections made there, but the accounts 
payable record is maintained at the general office and all pay- 
ments made by it. Can you explain why the treatment of ac- 
counts receivable should be different from that of accounts pay- 
able? 

ato = 


Mr. Hobson is general manager of the Hobson Manufactur- 
ing Company, which has numerous branches. What information 
will he desire to obtain with reference to these branches from the 
periodical reports? 

ao 


In what way will a Balance Sheet of a branch differ from the 
Balance Sheet of the general office? 
ey hee 


The manager of branches of the Hudson Manufacturing 
Company desires to have information monthly with reference 
to the expenses of each branch. Describe the content of a report 
that will answer his purposes. 


gles 


_ He also desires a monthly inventory report. What value will 
this be to him? Explain the content of this report. 
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LABORATORY MATERIAL 


Exercise No. 250 


The Union Manufacturing Company has ten branches through 
which it markets its product. You are requested to devise a 
branch accounting system suitable to the needs of the company. 
By an investigation of the operating methods of the company 
you determine the following: 


(a) That the branches maintain an inventory of mer- 
chandise sufficiently large to meet all the sales de- 
mands of their customers. 

(b) That the branches secure all their merchandise from 
the factories of the home company. 

(ec) That the branches invoice customers and make all 
collections. 

(d) That the branches pay all their expenses. 

(e) That the branches maintain a cash fund of $10,000.00. 
This is replenished by the home office as often as 
necessary. All collections by the branches are 
deposited daily in a local bank to the credit of the 
general office. 


After considering these facts you decide that it is desirable: 


(a) That a separate accounting system be maintained for 
each branch; that branch ledgers should be main- 
tained at the general office and the monthly reports 
prepared there; and that all records of original entry 
should be maintained at the branches. 

(b) That the branches should submit monthly sum- 
maries which will serve as a basis for the posting 
mediums to the accounts. 


INSTRUCTIONS: Prepare a report to the generat manager of the 
company which explains the procedure to be followed in handling the fol- 
lowing: (a) cash; (b) purchases; (c) sales; (d) expenses; (e) miscel- 
laneous transactions; (f) accounts receivable; and (g) accounts payable. 


Exercise No. 251 


You are employed by James Long and Company, of New York 
City, to take charge of a branch store at Buffalo, New York. At 
the time you take charge of the store it has the following assets: 


Merchandise Inventory............... $2,500.00 
Gashseor Sox. Ree Ls 100.00 


Furniture and Fixtures rami g cs Sense We what 300.00 
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You are to receive a salary of $50.00 a month and ten per 
cent of the gross profits. During the year you pay for rent and 
other expenses of operating the store, $500.00. The goods shipped 
from the main store during the year amounted to $22,000.00, 
and your sales amounted to $30,000.00. At the end of the year 
the assets of the branch store, in addition to the cash, are as 


follows: 


Merchandise Inventory..:............ $1,900.00 
Purmture and Fixtures? 2.) a0) 270.00 
Accounts Receivable: ess 5 500.00 


You have remitted $17,000.00 to the home office in payment 
of merchandise received. You have drawn the amount of your 
salary, but have taken out no cash for your share of the profits. 


INSTRUCTIONS: 1. Prepare a statement showing the net profits of 


the branch for the year. 
Prepare a statement showing the cash due to the general office at the 


end of the year. 


Exercise No. 252 


The Kingston Manufacturing Company, of Chicago, estab- 
lishes a branch office in St. Louis on January 1, 19.... The 
general office advances $5,000.00 in cash at the time the branch 
office is opened. During the first year the general office ships to 
the branch merchandise invoiced at cost $75,000.00. At the end 
of the year the records of the branch show the following: 


1 Sales tor thety ears... ee ee $60,000.00 
An average gross profit of 25°% has been 
made on these sales. 

2. Rebates and Allowances on Damaged 


GOOdSs,. x55 ee DI eee 1,200.00 
8. Salaries and General Expenses Paid..... 4,500.00 
4. Freight Paid on Goods Received from Home 

OPN CO Se eecgh. ice acne ae eet et oe 2,400.00 
5. Furniture and Fixtures Purchased ...... 500.00 
6. Remittances to Home Office............ 34,000.00 
7. Uncollected Accounts Receivable........ 15,000.00 


The only assets of the branch are cash on hand, inventory of 
unsold goods, uncollected accounts, and furniture and fixtures. 


INSTRUCTIONS: 1. Prepare a statement to be submitted to the 
home office, showing the results of the branch operations for the year. 


2. Set up the journal entries necessary to show the foregoing trans- 
actions on the branch ledger. 


3. Post to accounts and close branch ledger by journal entries. 


~ CHAPTER LXEX 
ACCOUNTING FOR INVESTMENTS 


Meaning and Purpose of Investments 


Every business enterprise is organized to carry on certain 
operations with the expectation of obtaining profits as a result 
of these operations. To accomplish this end it is necessary that 
capital be available and that this capital be in the form most 
serviceable to the specific business. For example, capital may be 
invested in land, buildings, and equipment, which are used in 
the operations of the business. Some capital must be in the 
form of cash, and usually there will be a considerable amount 
represented by receivables and merchandise inventory. 


In a properly managed business, the capital will be distrib- 
uted among these various assets in accordance with its needs. 
Care will be taken to avoid the possession of too large a quantity 
of some assets and too small a quantity of others. For example, 
money which is needed to liquidate current liabilities wil! not 
be tied up in land, buildings, and equipment. Merchandise and 
materials will not be purchased beyond the variable needs of the 
business. ‘To secure the proper use of the funds of a business is 
one of the most important functions of its management. 


If a business is prosperous, profits will be made and the capital 
of the business will be increased thereby. From the profits, 
dividends will be declared, and capital, usually in the form of 
cash, will be used in their payment. Conservative management 
dictates that the profits in excess of a reasonable return on the 
investment of the stockholders be retained in the business. In 
most cases these profits are used in the expansion of the busi- 
ness. In some cases it may not be profitable to expand further, 
and it is necessary to use the funds derived from the profits in 
some other manner. Consequently they may be used to acquire 
assets in the form of investments. These consist of stocks and 
bonds of other companies or land and buildings not needed in the 
conduct of the business. Funds may be invested in such assets 
temporarily with the expectation that the assets will soon be 
sold, or they may be invested with the purpose of retaining 
these assets more or less permanently. 


1063 
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Characteristics of Good Investments 


In the purchasing of investments which are to be held only 
temporarily, care should be exercised to secure those which will 
have three qualities: (a) security; (b) salability; and (c) a 
fair rate of income. It is evident that it is unwise for a business 
organized for non-speculative purposes to risk its surplus funds 
in uncertain enterprises. The funds are retained in the business 
in order that they may be available for future use when needed, 
consequently they must not be dissipated in speculation. 

Since it is anticipated that these funds may be needed in the 
future operations of the business, it is desirable that they be 
placed in investments which can be readily sold at any time the 
funds may be needed. High-grade stocks and bonds can be sold’ 
on the Stock Exchange at any time. Of course their market 
value will fluctuate to some extent. 


Finally, the business retains profits in the business which 
would ctherwise be distributed to the stockholders with the con- 
sequent opportunity on their part of investing them profitably. 
It is incumbent upon the business, therefore, to use these funds 
so that they will result in a profit to the stockholders. In short, - 
they should be invested so as to earn as high an income as possible, 
consistent with the safety of the principal. 


Long-term Investments 


It has been assumed in this discussion that stocks and bonds 
are purchased as a means of securing a profitable investment for 
surplusfunds.. Thisis usually true in the case of bonds, but stocks 
are often purchased not for the primary purpose of the income to 
be derived from them, but to exercise some control over the 
operations of the company whose stock is purchased. For exam- 
ple, a publishing company may purchase ‘he stock of a printing . 
company so it may exercise sufficient control of the latter to be 
treated as a preferred customer and obtain the execution of its , 
printing contracts at any time. A company manufacturing 
machine tools may purchase the stock of a foundry to insure 
itself of a continuous supply of good castings. In other cases a 
company may purchase a controlling interest in the stock of one 
or more competitors in order to contro] their prices and thereby 
eliminate competition. 


Real estate may be purchased when it is not needed for pres- 
ent use because it is expected that it will be needed in the future 
and it is feared it may be unobtainable at that time. 

During the war, many firms purchased United States bonds, 
not because they desired them as an investment, but for patriotic 
reasons. ‘These bonds appear on the Balance Sheets of many 
companies which have no other investments. Trust companies, 
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insurance companies, and similar institutions receive a consider- 
able part of their income from their investments in stocks and 
bonds. The state laws usually restrict the investment of the 
funds of such institutions to certain kinds of securities. 


Classification of Investments 


For the purpose of the present discussion, investments may be 
classified as follows: 


(a) Stocks 
(b) Bonds 
(c) Land and Buildings 


The method of accounting for each of these will be discussed. 


Accounting for Stocks 


Stocks, regardless of the purpose for which purchased, should 
be recorded at the time of purchase at the cost price. The cost 
includes the purchase price plus brokerage fees and any other 
expense incurred incident to their purchase. In the case of a 
mercantile business, stocks are usually carried at cost regardless 
of the market price. If the market price is higher than cost, it 
is not proper to show the increase-in value in the accounts, for 
this would result in the showing of a profit which has not been 
realized and may never be realized, since the stocks may decline 
in value before they are sold. If the market price is below cost, 
it is not necessary to show this decrease in market value and the 
consequent loss in the accounts if the decrease is deemed to be 
temporary and is not largein amount. If the decrease is regarded 
as permanent or is of large amount, it is desirable to write down 
the book value of the stock and show the loss resulting therefrom 
or to set up a reserve for the anticipated loss. Slight or temporary 
fluctuations may be ignored in the accounts, but shown on the 
Balance Sheet by inserting the market value in brackets imme- 
diately after the title of the asset. In a business dealing in stocks, 
such as a brokerage firm, it is customary to inventory those on 
hand at cost or market price, whichever is the lower. 


If stocks of various businesses are owned, separate accounts 
should be kept for the stocks of each company. In the case of 
large holdings of stock, it is desirable to have a subsidiary ledger 
to contain particulars regarding the different classes of stock, 
which will supnort the controlling account on the general ledger. 


The profits of a company are not subject to the control of 
its stockholders until dividends have been declared by the board 
of directors. It is customary, therefore, for the company hold- 
ing stock not to take into consideration the earnings of the com- 
pany which the stock represents until dividends have been de- 
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clared. After dividends are declared, they become a liability of 
the company declaring them, and therefore can be considered as 
an asset by the stockholders of the company. If some time 
elapses between the declaration of the dividend and its payment, 
a stockholder may enter the dividend as an asset on his records, 
To illustrate: the X Corporation purchases $100,000.00 of the 
seven per cent cumulative preferred stock of the Y Corporation. 
The directors of the Y Corporation declare a dividend of seven 
per cent on January 15, payable on March 1. The X Corpora- 
tion, receiving notice of this fact, makes the following entry: 
| 
| 7,000 
ont 
When the dividends are paid and the cash received by the X 
Corporation, the following entry is made: 


If the dividends are paid as soon as declared, the X Corpora- 
tion will make but one entry by which it will debit Cash and 
credit Income from Dividends, Y Corporation. 

If one corporation owns a controlling interest in another, it 
may be justified in taking on its books its share of the profits of 
the latter as soon as they are earned on the theory that, since it 
owns a controlling interest, it may secure a distribution of those 
profits when it desires. It is a more conservative practice, how- 
ever, not to enter the profits on the records until their distribu- 
tion has been directed by a declaration of dividends. 

There is not unanimity of opinion as to the classification on 
the Balance Sheet of stocks owned. It is sometimes contended 
that, if the stocks are readily salable, they may be shown as a 
current asset on the theory that they may be easily converted 
into cash. It is thought better, however, to restrict current 
assets.to those which not only may, but will, in the normal course 
of business, be converted into cash. Since there is no assurance 
that stocks will be sold, it is a better plan to show them under 
the separate heading of “‘Investments’’ with a sufficient descrip- 
tion to indicate their nature. For example, on the Balance Sheet 
of the X Corporation the investment in the Y Corporation will 
be shown as follows: 

ee 


Dividends Receivable, Y Corporation. 7,000 
Income from Dividends, Y Cor- 
| POLAtIONS tte eek rcerere ene 


Dividends Receivable, Y  Cor- 
POTATION Me A eek cee oe 


INVESTMENTS: 
Corporation, 7% Cumulative 


Preferred Stock............. |/100,000 
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Accounting for Bonds 


_ From the point of view of accounting, bonds may be divided 
into two general classes: (1) those purchased as a means of invest- 
ing temporarily surplus funds, with the expectation that they will 
be sold within a limited time after their purchase; (2) those pur- 
chased for long-time investments and which it is intended to 
retain until their maturity. 


The first class should be recorded at cost price in the same 
manner as stocks. This cost will include the purchase price plus 
the charges incurred incident to their purchase, such as broker- 
age fees, stamp tax, and so forth. When the bonds are sold, the 
Bond account will be credited with their selling price and the 
balance of the account will show the net profit or loss on the 
transaction. 


In recording the second class of bonds, a different procedure 
is necessary. ‘They are not purchased for resale, but to retain 
until their maturity. Since the par value is the amount to be 
realized at maturity, it is necessary that the bonds be recorded 
at this amount in the accounts. 


Bonds may be purchased at par; above par, when they are 
said to be bought at a premium; or below par, when they are 
said to be bought at a discount. Since they must appear in the 
accounts at par at the time of maturity, the question arises as 
to the disposition of the premium when they are purchased above 
par, or of the discount when they are purchased below par. 
A bond for $1,000.00, payable twenty years hence, if purchased 
at $1,100.00, will only produce $1,000.00 at maturity. The pre- 
mium of $100.00 will be lost. On the other hand, the same bond 
purchased for $900.00 will produce $1,000.00 at maturity, and 
there will be a gain of $100.00. In the case of the bond purchased 
at a premium, if no steps are taken to prevent, upon maturity 
the premium of $100.00 will be charged to the Profit and Loss 
account. In the opposite case, the discount of $100.00 will be 
credited to Profit and Loss. The better practice in both these 
instances dictates spreading either the discount or premium over 
the remaining life of the bond. The method by which this is 
done may be shown best by means of an illustration. 


The Brown Corporation purchases one hundred ten-year 5% 
bonds of the Smith Company at $90.00 each. Since the bonds 
have a par value of $100.00 and the Smith Company is regarded 
as thoroughly solvent and reliable, the question arises as to why 
the bonds may be purchased at $90.00 each. Investigation 
shows that the current rate of interest is 6%, while the bonds 
bear only 5% interest, consequently, the bonds sell for only 
$90.00, since it is estimated that at this price approximately the 
same return will be obtained on the investment as if $100.00 was 
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paid for bonds bearing 6% interest. The following calculations 
will show the basis for this conclusion: 


(a) If the 5% bonds are purchased at $90.00 each: 


OUTLAY: 
LOO -DOondS ati S90,00n. Mae. eee ees $ 9,000.00 
RECEIPTS: a 
Yearly interest—$500.00 for 10 years.... $ 5,000.00 
Received in payment of bond at maturity 10,000.00 


EXCESS OF RECEIPTS OVER OUTLAY......... $ 6,000.00 


(b) If the same bonds bearing 6% interest were purchased 
at par value of $100.00 each: 


OUTLAY: 
POOS DONC S.o. te LOO 0 meeeenrg tetere nce ieee $10,000.00 
RECEIPTS: —_———_——— 
Yearly interest—$600.00 for 10 years.... $ 6,000.00 
Received in payment of bond at maturity 10,000.00 


*HXCESS OF RECEIPTS OVER OUTLAY........ $ 6,000.00 


It can be seen from the foregoing illustration that the Brown 
Corporation is willing to take less interest each year on the bonds 
bought at a discount because it expects to receive an excess over 
the cost price at the maturity of the bonds. In both cases, how- 
ever, the total amount received as a result of the investment is 
the same, and it seems desirable that these receipts be distribu- 
ted evenly over the life of the bonds rather than show a profit 
of $1,000.00 for the year of their maturity. This may be ac- 
complished by the following procedure: 


When the bonds are purchased, the following entry is made: 


"4 
10,000 | | | 
9,000. 
1,000 | 


| 
| Bonds, Smith Co., 10-Year,5%...... 
heat COST me tie piles 6 ewes 0 eRe lag eae 
| Discount on Bonds Purchased... 


Each year when the $500.00 cash is received, the following 
entry is made: 


GCasliyte racers tenant «eee eee 500 
| 


*In this illustration the question of compound interest is ignored, since 
the purpose is to illustrate the principles involved rather than calculations 
by which exact results are obtained. In practice, bond tables are frequently 
used in determining the value of bonds at various rates of interest. 
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_ By this method the accounts will show each year an earn- 
ing of $600.00, and at the end of ten years the discount on bonds 
will have been written off and the bonds will appear in the ac- 
counts at their par value of $10,000.00. When payment is 
received, Cash should be debited for $10,000.00 and Bonds 
credited for the same amount. On the Balance Sheets made 
during the life of the bonds, the par value of the bonds may be 
shown with the discount subtracted therefrom and the net 
amount extended in the asset column. 


When bonds are purchased at a premium, exactly the reverse 
condition to that illustrated in the foregoing discussion exists. 
For example, if the bonds of the Smith Company bear interest 
at 7%, they may sell at $110.00 each. In this case the purchaser 
will receive a high rate of interest each year, but will receive 
$1,000.00 less than the cost of the bonds at the date of maturity. 
This difference between the purchase price and the amount 
received in payment should not be shown as a loss of the year 
when the bonds mature, but should be deducted from the inter- 
est received each year. The entries for recording and disposing 
of the premium paid in the foregoing illustration are as follows: 


At the time of purchase the following entry will be made: 


When the interest is received each year, it will be recorded as 
follows: 


| 


11,000 | 


Bonds, Smith Co., 10-Year,5%...... 
Premium on Bonds Purchased........ 
Cass Sarat. 3 aha mene Ave eae ey (om 


CaS eaten eee a ner wena Greene aber ee 700 
Premium on Bonds Purchased.... 100 
Bond Interest Earned........... 600 


By this means the true earning on the investment will be 
shown each year, and at the end of ten years the Premium account 
will have been written off and the bonds will appear at par, which 
is the amount that will be received in payment for them. On 
the Balance Sheets made during the life of the bonds, the par 
value of the bonds should be shown with the premium added and 
the total carried into the asset column. 


It is desired to emphasize again that the figures used in the 
foregoing illustrations are only approximately correct. It is not 
desired to complicate the principles involved by the introduc- 
tion of the calculations which would result from the use of bond 
tables showing the exact figures. The student will notice one 
apparent result from using the approximate instead of the exact 
figures, since, when the bonds are purchased at a discount, only 
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$9,000.00 is invested, whereas when they are purchased at a 
premium, $11,000.00 is invested. Yet the earnings are the same 
in each case. If exact figures were used, the earnings would be 
smaller for the smaller investment. 

Some business firms use the approximate figures such as are 
used in these illustrations, instead of using the more exact figures 
obtained from the bond tables. 

The market price of bonds held as a permanent investment 
is not recognized in the accounts. Since they are not to be sold, 
the market has no effect. on their value to the firm. On the Bal- 
ance Sheet the market price may be shown by being written in 
brackets immediately after the title of the account. 

The foregoing statements are based on the assumption that 
there is no doubt of the solvency of the issuing company and 
consequently no doubt of the payment of the bonds at maturity. 
It will be understood that if the market price is below the book 
value, as the result of the financial condition of the issuing com- 
pany, this may necessitate the changing of the book value of the 
bonds or the setting up of a reserve to provide for a probable 
loss on them because of a failure of the company to pay in full. 
Since bonds are usually secured by a lien on the property of the 
issuing company, they will usually be paid in full even though 
the company becomes insolvent. 

If bonds of different companies are held, a separate account 
should be kept with the bonds of each, and they should be shown 
as separate items on the Balance Sheet. Bonds held for perma- 
nent investment, like bonds held for temporary purposes, are 
shown on the Balance Sheet under the title of “Investments’’ 
with a sufficient description to indicate clearly their nature. 
This description should correspond with that shown in the fore- 
going entries. 


Premium and Discount on Bonds Issued 


The foregoing discussion has explained the method of han- 
dling premium and discount on bonds purchased and held as an 
investment. On the records of the company issuing the bonds, 
entries are made which are just the reverse of those made on the 
records of the purchaser. If the Smith Company issues one 
hundred ten-year 5% bonds to the Brown Corporation at $90.00, 
the entries on the record of the former will be: ~~~“ ns 


|. {Gash agli veer athe sieht tata | 9,000] | 
| Discount on Bonds Issued........... | 1,000 
| | Bonds Payable, 10-Year, 5%..... | | 


10,000 


At the time of paying the yearly interest, the entry shown 
on the following page will be made. 
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| { | | 

Veni Bond tateres( Paide ef... v. | 600 | | 
Cashes ae eee Ve Seas, hens II hea 500 
Discount on Bonds Issued....... } | | 100 | 


By this procedure the discount on bonds will be written off 
over the life of the bonds, and each fiscal year will bear its share 
of the discount. On the Balance Sheet prepared during the life 
of the bonds, the balance of the account with Discount on Bonds 
Issued will be shown as a deferred charge to expense. 

If the Smith Company issues one hundred bonds bearing 
interest at 7%, and sells them for $110.00 each, the entry at the 
time of sale will be: 


Bonds Payable, 10-Year, 7%..... 


(CLT Ree re A, 0 Age ee ee ee | 11,000 | | 
Premium on Bonds Issued....... | | 1,000 | 


CAS ewe we Rtas phe een eral: des 700 


By this procedure the premium on bonds will be written off 
over the life of the bonds, and each fiscal year will receive the 
benefit of its proper share of the premium. On the Balance 
Sheets prepared during the life of the bonds, the balance of the 
account with Premium on Bonds Issued will be shown as a 
deferred credit to income. In the foregoing illustrations, the 
factor of compound interest has been disregarded in the same 
manner and for the same reason as in the discussion of the treat- 
ment of premium and discount on bonds purchased. 


Accrued Interest on Bonds 


At the time bonds are purchased, there may be interest 
accrued on them which is not yet due and the purchaser may be 
charged for this. To illustrate, a 6% bond with interest payable 
yearly on December 31 may be purchased at its par value of 
$1,000.00 on June 30. One-half of a year’s interest, amounting 
to $30.00, is accrued at this time. The purchaser, therefore, will 
be required to pay $1,030.00 for the bond. He will enter the pur- 
chase as follows: 


At the end of the year the purchaser will receive $60.00 interest 
and he will record this as shown on page 1072. 


6% Equipment Bond, Penn. R. R.... 
Accrued Interest on Bonds........... 
CAs Peer ee ee AG eee cece as 
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Gastro coe a ea Nine ia ye econ eine 60 
Accrued Interest on Bonds....... 30 
Interest Earned on Bonds........ 30 


This shows that one-half of the amount received is an earning 
of the year and the remainder is a return of the capital invested. 


If the date of payment of interest does not coincide with the 
close of the fiscal period, the accrued interest on bonds at the 
end of the fiscal period must be shown as an asset on the Bal- 
ance Sheet and as income earned on the Statement of Profit and 
Loss. Accrued interest is explained in Chapter XXXII. 


Investment in Fixed Assets 


It is rather unusual for a business to purchase fixed assets, 
such as land and buildings, in excess of its needs. Land is pur- 
chased under these circumstances more often than any other 
fixed asset, since it may be desired to hold it for future use when 
it is anticipated it will be needed because of contemplated ex- 
pansion. Sometimes land and buildings are purchased because 
it is thought they will increase in value, and a profit can be made 
from their later sale. If income-producing property is purchased, 
no particular difficulties arise in accounting for it. It is recorded 
at cost and earried at cost less depreciation. All expenses in- 
curred in connection with it are segregated in separate expense 
accounts, and all income derived from it is shown in separate 
income accounts. At the end of each fiscal period, a summary 
of the expenses and income is made to determine the net profit 
or loss for the period. This is shown on the Statement of Profit 
and Loss under the heading of ‘‘Other Income’”’ if a profit, or under 
the heading of ‘‘Deductions from Income” if a loss. 


If property, such as land, is purchased which is non-income- 
producing, there arises the problem of properly showing the 
charges incurred incident to its ownership. Taxes must be paid 
in any case and other charges may be incurred. It is usually 
regarded as proper to add these charges to the original cost of the 
land on the theory that the management must have considered 
these at the time the land was purchased and determined that 
a saving would be effected by purchasing it and paying these 
rather than: to wait until it was needed and pay the market price 
at that time. The judgment of the management may have been 
incorrect, however, and it is not proper to increase the value of 
the asset far above its value because of this incorrect judgment. 
It may be better in some cases to show carrying charges on non- 
income-producing land as a debit to Profit and Loss or as a de- 
ferred charge to be spread over the years when the land becomes 
productive. If they are charged to Profit and Loss, they must 
be treated as deduction from income so as not to affect the show- 
ing of net profit from the regular operations of the business. 
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QUESTIONS FOR CLASS DISCUSSION 


eet gots 


The X Corporation has just been organized. Capital stock 
to the amount of $300,000.00 has been sold for cash. What 
factors should the company consider in investing these funds? 


2K ye 


The earnings of the X Corporation during the third year of 
its operations are $60,000.00. Some of the directors desire to 
distribute all these earnings in dividends. What do you think 
of this policy? 

oes. 


If the X Corporation retains some of its earnings in the busi- 
ness, what disposition may it make of them? 


male ee 


The Brown Manufacturing Company uses high-grade steel 
castings in the manufacture of its product. It has purchased 
these castings during the past few years from the King Foundry 
Company. Recently a competitor of the Brown Company has 
been purchasing a considerable part of the product of the King 
Foundry Company, and this has caused the Brown Company 
some inconvenience in securing castings at the time they are 
desired. What procedure may the Brown Company follow to 
insure itself a satisfactory supply of castings in the future? 


= he 


The A Corporation on January 1, 19.., purchases, for 
$80,000.00, stock of the B Corporation, which has a par value 
of $90,000.00. It pays brokerage fees of $100.00. Explain how 
this purchase should be recorded. 


AGL 


On December 31, 19.., the market price of this stock is 
$85,000.00. How would you treat this increase in market price 
in closing the books on this date? 
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The president of the A Corporation insists that the increase 
in market value of the stock is of importance to the bank and 
merchandise creditors of the firm and should be shown in the 
accounts and on the Balance Sheet. How would you answer 
him? 

ae, ure. 


During the year the B Corporation earns large profits, as shown 
by its Statement of Profit and Loss, which is sent to the stock- 
holders. On January 10 of the following year, the president of the 
A Corporation presents this Statement of Profit and Loss to his 
accountant and suggests that, as the A Corporation owns one- 
tenth of the stock of the B Corporation, it is entitled to show in 
its records one-tenth of the year’s profits of that company. The 
accountant maintains that since the B Corporation has not 
declared a dividend, the A Corporation can not show any of the 
profits of the former in its records. What is your opinion? 


ee 


On February 1, the board of directors of the B Corporation 
declares a six per cent dividend, payable on March 1. Explain 
the entries to be made on the records of the A Corporation on 
February 1 and on March 1. 


ae [yam 


The Rose Manufacturing Company invests surplus funds in 
the bonds of the Hydrex Corporation, which it plans to sell as 
soon as these funds are needed in the development of the business. 
Explain (a) how these bonds should be recorded at the time of 
purchase; (b) how they should be earried in the accounts while 
pee are owned; and (c) the method of recording them when 
sold. 


epee 


The Curry Corporation purchases the twenty-year 514% 
bonds of the Lewis Manufacturing Company. It plans to retain 
these bonds until maturity. The par value of the bonds is 
$10,000.00, and they are purchased for $9,000.00. Explain the 
entries to be made on the books of the Curry Corporation (a) 
when the bonds are purchased; (b) when the yearly interest is 
received; (c) when payment for the bonds is received. 
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Two years later the Curry Company purchases the twenty- 
year 616% bonds of the Baker Publishing Company. It plans 
to retain these until maturity. The par value of the bonds is 
$10,000.00, and they are purchased for $11,000.00. Explain the 
entries to be made on the records of the Curry Corporation (a) 
when the bonds are purchased; (b) when the yearly interest is 
received; (c) when payment for the bonds is received. 


Explain the entries to be made on the records of the Lewis 
Manufacturing Company in connection with the bonds referred 
to in Question 11 (a) when the bonds are issued; (b) when the 
yearly interest is paid; (c) when the bonds are paid. 


SA (7 


Explain the entries to be made on the records of the Baker 
Publishing Company in connection with the bonds referred to 
in Question 12, (a) when the bonds are issued; (b) when the 
yearly interest is paid; (c) when the bonds are paid. 


Explain how the bonds of the Lewis Manufacturing Com- 
pany will be shown on the Balance Sheet of the Curry Corpora- 
tion three years after their purchase. Explain how these bonds 
will be shown on the Balance Sheet of the Lewis Manufacturing 
Company on the same date. 
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(i Exercise No. 253 


The Trial Balance of the Hodge Corporation on December 
31, 19.., is as follows: 


THE HODGE CORPORATION 
TRIAL BALANCE, DECEMBER 31, 19.... 


Cais hi toy iire goer a Meet pi ty siete ae ee eRe ON 6,000 
INCI EXE Bit o) ie SE Se ae ee es ie wel 3,000 
INGEN AN ACS HCY, 2 oe oie Som Sin aolstos ala OS 30,000 
RiesenvenOrsb adel Chisum: aie race ime nea 1,000 
Bonds, X Corporation, 20-Year, 5%............ 4,000 
King Motor Company, 6% Cumulative Pre- 
HETEEC RO UOCK Speed baci an a Aaie Sean ee oe nee 2,800 
Bonds, Y Corporation, 10-Year,7%........+... 8,000 
Premium on Corporation Bonds... a4s 440 oe 900 
Discount on X Corporation Bonds............. 620 
LR VAATIEAVDRS CHNCL IMD AKOTA. seed ams sides kata bolo 6 Seg eso 2,000 
Reserve for Depreciation on Furniture and 
LNB se eb Unetske UO cna me tutale pee eine oe Re Eos ee wack 8 600 
3 cll lim sewn ete mee. cette ene ica Verge 32,000 
Reserve for Depreciation of Buildings.......... 1,800 
IBEW IVO Ee oe rs oll hhc Oeae ee RRR ER RR EO ee cin ne 24,000 
Notes Payable tyr scutes aoe, Se eee 4,000 
Aiccountsaayalbl Green weer epee core eee aoe 8,000 
iBondsreavapler. 0=a\eatani( one sas setae ee / 80,000 
Prem OnmsONGSelScUeCC aren trie anne naar 2,100 
Capital Stock, 7% Cumulative Preferred........ 50,000 
SUPDIUS erste tae eRe ecu Cha ene ree 8,980 
SEEN CNS aa sere NR Gk 5 cy re Ae RM Mee art 65,200 
inc hase seve warn anrette rn 0 nce eerie ee 50,000 
Operating Expenses (total of all accounts)...... 10,000 
Othersncomen epee Pech as coke: sons Sonne 1,200 
Wediuctionsmromelncome: winnie tni eta ee 800 
171,700 171,700 


From an inspection of the accounting records and supporting 
documents, the following data is obtained: 


1. Accrued interest on notes receivable, $60.00. 


2. Estimated loss on bad debts, 1% of accounts receivable 
outstanding. 


3. The bonds of the X Corporation were purchased for 
$3,200.00 five years previous to this date. The interest is payable 
semi-annually on December 31 and June 30. That for December 
31 has been received but not yet entered. 
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4. The stock of the King Motor Company has a par value 
of $3,000.00. The present market value is $2,900.00. It appears 
on the books at cost. The fiscal year of the King Motor Company 
ends on November 30. The board of directors on December 
20 declared the regular dividend on preferred stock, payable on 
February 1. The Hodge Corporation is notified of the declara- 
tion of the dividend on this date. 


5. The bonds of the Y Corporation were purchased January 
1 of the preceding year for $9,000.00. The interest is payable 
annually. The interest for the current year has not yet been 
received. 

6. The yearly depreciation on furniture and fixtures is 10% 
and on buildings is 3%. 

7. Accrued interest on notes payable, $100.00. 

8. Accrued wages, $240.00; accrued taxes, $180.00. 

9. The bonds were sold ten years ago this date at a premium 
of $4,000.00. The interest is payable semi-annually, and that 
for the half year ending on this date has not yet been entered. 

10. The inventory on December 31 is $20,000.00. Inven- 
tory at beginning of the year was $15,000.00, and is shown as a 
debit to Purchases account. 


Y INSTRUCTIONS: 1. Make the journal entries to record the fore- 
going adjustments. 


2. Prepare a Balance Sheet and a Statement of Profit and Loss. 
3. Prepare the journal entries to close the accounts. 


Exercise No. 254 


The United States Bond Holding Company performed, 
among others, the following transactions during the year: 


Jan. 1. Issued twenty-year 5% bonds having a par value of 
$200,000.00. Bonds sold for $190,000.00. Interest 
is payable semi-annually. 


20. Purchased $8,000.00 of the 7% cumulative preferred 
stock of the X Corporation for $7,800.00. Broker- 
age fees, $10.00. 


80. Purchased $2,000.00 of the twenty-year 6% bonds of 
the King Corporation from the Brown Manufac- 
turing Company for $1,900.00. These were largely 
to accommodate the Brown Corporation, and it is 
expected that they will be sold soon. Interest on 
the bonds is payable yearly on August 31. The 
purchase price of $1,900.00 included accrued interest. 
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Mar. 31. Purchased $5,000.00 of the twenty-year 6% bonds of 
the Jones Manufacturing Company at par plus 
accrued interest. The interest is payable semi- 
annually, December 31 and June 30. 


June 80. Paid interest on bonds issued on January 1. Received 
semi-annual interest on the bonds of the Jones 
Manufacturing Company, purchased on March 31. 


Aug. 81. Received yearly interest on bonds of the King Cor- 
poration, which were purchased on January 30. 


Sept. 30. Sold bonds of the King Corporation at par value. 
No charge is made for the accrued interest. 


Dec. 31. Paid interest on bonds issued on January 1. Received 
semi-annual interest on the bonds of the Jones 
Manufacturing Company, purchased on March 31. 


INSTRUCTIONS: Make the journal entries to record the foregoing 
transactions. 


Exercise No. 255 


The Griffin Manufacturing Company purchases certain lots 
adjoining its manufacturing plant,: together with the building 
which is situated on them. It contemplates that it will need 
these lots on which to extend its plant within two or three years 
and desires to obtain them now in order to prevent their purchase 
by someone from whom they may be unable to obtain them when 
they are desired. The company plans to tear down the building 
when the lots are needed. 


The lots and buildings cost $6,000.00, and it is estimated that 
the building is worth $1,500.00. The building is rented for a 
warehouse at $400.00 a year. The taxes, insurance, and ware- 
house charges on the land and building are $100.00 a year. The 
building is depreciating at the rate of $200. 00 a year. 


At the end of the third year it is decided to tear down the 
building. It costs $200.00 to tear it down, and the estimated 
value of the scrap which can be used in the construction of the 
new building is $800.00. Unusable scrap is sold for $300.00. 


_INSTRUCTIONS: 1. Make the journal entries to record the fore- 
going. 

2. Explain how the results of the operation ol the building will be 
shown on the Statement of Profit and Loss. 


CHAPTER LXX 
SYSTEM BUILDING 


Need for Proper Systems 


The student has learned in previous chapters that a very con- 
siderable part of the information needed in business management 
is obtained from the accounting records. It should be apparent, 
therefore, that each business needs an accounting system which 
will provide it accurate and comprehensive information. The 
accounting needs of companies are so different that it is usually 
necessary to design an accounting system to meet the require- 
ments of each. It is true that the principles of accounting we 
have been studying are applicable to each case, but modifications 
have to be made with reference to the number of accounts, the 
form of the records of original entry, and the procedure to be 
followed. 

Despite these variations, the procedure for designing and 
installing a system is quite similar in each case. It is the purpose 
of this chapter to discuss this procedure and to explain the impor- 
tant factors to be considered in system building. 


Requirements for a Satisfactory System 


In designing a system, the accountant should keep in mind 
the following requirements of a satisfactory accounting system: 


(1) It should provide the information needed by the executives 
in handling their management problems. 


(2) The information should be available as quickly as possible 
after the completion of the operations with which it deals. 


(8) The system should be constructed as simply as possible and 
so it can operated at a minimum of cost. 


(4) It should provide the necessary safeguards for the com- 
pany’s investments in its various assets. 


(5) It should be in accord with correct accounting principles. 


(6) It should not only meet the present needs of the com- 
pany but also be capable of expansion to meet the future 
needs of the company if it increases its volume of operations. 
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These requirements seem obvious, but they are so frequently 
disregarded in the installation of a system that it is thought 
worth while to discuss each briefly. 


Since the primary purpose of accounting is to provide infor- 
mation for the use of the management, it should be self-evident 
that the needs of the executives of a business should be carefully 
studied before an attempt is made to install a system for the 
business. This necessitates that careful attention be given to 
the kind of problems each executive has to handle and the infor- 
mation he needs in their solution. It is then possible to ascertain 
if this information can be obtained profitably from accounting 
records and, if so, to design the records so they will provide it in 
the most useful form. 


In financial institutions, particularly banks, it is found that a 
statement of the condition of the bank is available on the night 
of closing or on the following day. This is the ideal situation, 
but it can not prevail in companies of a different type. The length 
of the period between the closing date and the date when the 
information is available to the management varies greatly. In 
the case of a small trading company, the lapse of time is generally 
only a few days. As companies become larger and their business 
becomes perhaps worldwide, the period of closing is gradually 
extended. For example, if a company whose general office and 
general records are kept in the United States, operates a selling 
branch in Australia, it is impossible to prepare a consolidated 
report of financial condition or of profit and loss as soon as would 
be the case if there were no Australian branch. Many companies 
realizing this difficulty instruct their branches located in foreign 
countries to cable their important figures to the general office in 
the United States at the earliest possible moment and thereby 
save the time of mail transportation. 


Many companies being unable to prepare a daily financial 
statement, prepare one monthly, still others quarterly, and some 
only annually. Within the last few years, the New York Stock 
Exchange has been attempting to force all companies whose 
securities are listed upon the exchange to furnish quarterly 
statements of income to the exchange, to the company stock- 
holders, and to the public. It seems logical that if the officials 
of the New York Stock Exchange consider it necessary to the 
various interests of a company to have quarterly statements of 
income, it is still more necessary for the management of the 
enterprise to have them. ; 


Most systems have been evolved, that is, they have been 
started in a small way at the beginning of the company and have 
been gradually changed as necessity demanded additional infor- 
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mation or as the particular enterprise expanded into new fields. 
In this evolution a comprehensive revision of the system is fre- 
quently not made and the system becomes cumbersome and often 
inefficient. The result is that information is often accumulated in 
an unscientific manner and at a cost which is out of proportion to 
the value of the data accumulated. It is of great importance that 
a system be simply constructed and efficiently operated, and it 
is desirable that from time to time as the business changes or 
expands, a review of the system methods of an enterprise be made 
by one qualified to pass upon their efficiency. 


All companies use cash in their operations. Many companies 
own large amounts of securities. Others may also own fixed 
assets, receivables and other items. It is unfortunately true that 
for some years, the percentage of fraud and theft within compa- 
nies by employees has been materially increasing. A correct 
system of accounts may apply methods of internal check which 
will greatly or entirely alleviate this problem. The most general 
method of the application of internal check is in the construction 
of accounting records and the details of their operation in such 
manner as to make two or more individuals jointly responsible 
for their operation. This necessitates in the case of fraud, a 
collusion between employees which on the face of it is dangerous 
to each employee for fear of being reported. There is a decided . 
tendency among people not to allow others to know of their 
misdeeds. Furthermore, if these misdeeds are being performed, 
it is essential to the protection of the innocent individual that he 
report such actions in order that he, himself, may not receive 
the blame. 


It is self-evident that all accounting records should be main- 
tained in harmony with correct principles of accounting and the 
accountant must have these principles constantly in mind in 
designing a system. 


In the construction of a system it is quite essential that the 
accountant give consideration to the future as well as the present 
‘needs of the company. It is difficult and costly to install a new 
system and discard an old one. At least a considerable part of 
this difficulty can be forestalled if the original system is designed 
with future needs in mind. For example, in preparing a classifi- 
eation of accounts, a more comprehensive classification than is 
needed at present can be prepared. Only the accounts now needed 
will be used and additional accounts in the classification will be 
used as needed. Finally the whole classification can be employed 
without any great difficulty. On the other hand, if only the origi- 
nal needs of the company were considered when the classifica- 
tion was prepared, future needs would have required the designing 
of an entire new classification. 
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Information Necessary in the Building of Systems 


Before starting to build a system, the systematizer must have 
information of various kinds. He must constantly bear in mind 
first of all the definite demands for the system as stated by the 
management as well as any definite limitations placed on him by 
the management. He must, at all times, be in agreement with 
the management as to the system or must be able to change his 
ideas or theirs. 


The systematizer must have a detailed knowledge of the 
character of the business and a familiarity with its operations. 
For example, he must know whether or not the company does 
a cash or credit business or both. This is necessary to determine 
what additional data may be required if the credit function is 
performed. He must visualize the possible future development 
of the business and what demands might be made of the system 
upon its future development. He must understand the plan of 
organization of the company. For example, is the business 
departmentalized in its organization and is a system desirable, 
therefore, which shows departmental results? Again, is the sales 
territory divided into districts and under the supervision of dis- 
trict sales managers or is it controlled by one general office sales 
organization? If the former, are the sales results desired by 
territories? Are profits by territories wanted? If the latter, is 
information wanted by the general office management upon the 
efficiency of the individual salesmen, or upon the volume of sales 
by commodities and the margins of profit or loss on them? 


The systematizer must acquaint himself with the personnel 
of the company. It is useless to attempt to give duties in the 
operation of a system to an individual who is incapable of their 
performance. If such individuals are found to be employed in 
the accounting department of a company, it may be necessary 
either to change the system to conform to the ability of the 
individuals, or to consult with the management on the advisability 
of the transfer of these employees to other parts of the business 
and the substitution of more competent persons for the operating 
of the accounts. 


The general policies of the company are a legitimate subject 
of investigation in the formulation of a system. For example, 
some companies will make sales on established prices and will in 
no case allow a reduction in those prices. In other cases, goods 
will be sold at market values. The first case arises generally in 
the products of companies nationally known, who advertise 
extensively in national publications. These companies may have 
created demand for their products which does not necessitate a 
decrease in price to meet competition. If concessions are given, 
information may be desired in connection with the amounts 
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thereof or the commodities on which they are made, or both. A 
similar situation would arise in the case of the giving of cash 
discounts. 


The systematizer must thoroughly acquaint himself with the 
details of the old system. If the company has previously been 
operating an accounting system, it would be foolhardy to throw 
out the old system entirely, as parts of it can usually be used in 
the new one or at least adapted to meet the needs of the new 
system. ‘This is true for two reasons. If the usable parts of an 
old system are thrown out, it increases the cost of installation, 
whereas it should always be the aim of the systematizer to install 
a new system or revise the old at the lowest possible cost, giving 
the greatest service to the company. Secondly, the oreater the 
amount of revision of an old system, the greater will be the tempo- 
rary disruption in the smooth operation of the accounting work. 
If some employees can be allowed to continue operating their 
part of the accounting system in the old manner, it decreases the 
disruption which frequently follows for a short time the installa- 
tion of a new system. 

To summarize, the systematizer canal have information on 
all the various operations of the business. Although there must 
always be a practical limitation on the amount of information he 
can take the time to secure, the more information he has the more 
rapidly and intelligently he can proceed. 


Building a System 


When sufficient data regarding the various activities of the 
company have been obtained, the work of building a system may 
start. A general procedure for building a system may be out- 
lined as follows: 


(1) Analyze and classify the activities to be recorded and ascer- 
tain the volume of transactions resulting from each group. 
For example, ascertain the volume of sales transactions, 
purchase transactions, etc. 


(2) Prepare a card of accounts for Balance Sheet and income, 
and expense items. 


(8) Outline the records to be used. 
(4) Design the forms to be used. 


(5) Write the specifications or instructions for the operation of 
the system. 


Most businesses have the customary divisions of activities, 
such as sales, purchasing, manufacturing, and financing. All of 
these mee not exist in any specific enterprise, but most of them 
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will be present in each case. The division of the company’s 
activities into its functional groups is quite necessary. The 
determination of the volume of transactions within each divi- 
sion is of the utmost importance in the planning of the records. 
If the volume of transactions is great, different types of records 
will be used than if a smaller volume of transactions occur. The 
division of work between individuals can be outlined through 
this planning. 

The systematizer is then ready to make up his first part of 
the system proper. He will list each account for the Balance 
Sheet and the Profit and Loss Statement or the accounts under- 
lying these statements which he considers necessary to give the 
proper information to the management. In the case of factory 
accounts, he may set up individual accounts for steam, elec- 
tricity, indirect labor, direct labor, taxes, or others, or in the Bal- 
ance Sheet he may include in separate accounts cash on hand, 
accounts receivable due from customers, accounts receivable due 
from employees or whatever classifications fit the business. It 
is often the practice in'setting up a chart of accounts to num- 
ber each account. This has an advantage in that it eventually 
becomes prevalent for the employees to speak of the accounts by 
number; and furthermore the charges to the accounts may be 
inserted in the beoks of original entry by number with greater 
ease and speed. If asystem of numbering of accounts is adopted, 
care should be taken to reserve sufficient numbers for accounts 
ae will be needed as the operations of the business increase 
in value. 


Many of the forms required for an accounting system can be 
purchased from stationers at a much lower cost than they can be 
printed. Most of the forms carried by stationers are stock forms 
which can be purchased in small quantities from time to time 
without the necessity of immediate purchase of a large supply. 
All the suitable forms which can be purchased in this way should 
be used. This reduces the cost of operating the system and also 
reduces the installation cost, since it requires much time to design 
forms and supervise their printing. Those forms which can not 
be purchased in stock sizes and rulings, must be blocked out by 
the systematizer, given to the printer, and carefully supervised 
until completed. 


When the accounts have been charted and the underlying 
records made, instructions should be written showing in detail 
how the system is to be operated. Each account included in the 
chart of accounts should be described, telling what items should 
be charged to it, what items should be credited to it, and what 
disposition of the account is to be made. These instructions will 
be useful to employees when they are in doubt as to the correct 
procedure and will also be very useful to new employees. 
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Installation of a System 


A new system should be installed whenever possible as of the 
beginning of a new accounting period. For example, if a company 
makes its annual closing of accounts on December 31, it is advis- 
able to start the operation of the system as of January 1. The 
reason for this is that if the new system were started sometime 
during the fiscal year, the classification of accounts, particularly 
of expenses and income, would probably not be the same for one 
part of the year as for the other part and the comparison between 
the operations of the two periods would be of less value to the 
management. It is even advisable in some cases to reclassify the 
accounts of the company for a previous year or years in order to 
obtain a comparison of the previous years with the current year 
operated under the new system. 


If the installation is expected to be a long and tedious one, 
it may be necessary that it be done gradually. In such cases, the 
installation may start prior to the end of the fiscal year. If such 
a method is adopted, the part of the installation made during the 
old year should be that which interferes with the old classifica- 
tion to the smallest degree. The installation if gradual should be 
made only as fast as the office employees are able to learn and 
perform their new duties. Otherwise, the system will break 
down before it has had a chance to operate. 


After the installation is complete, it is advisable that the 
systematizer spend time in supervision of its operation until it 
is known that it will work smoothly without his aid. More time 
should be spent immediately after its installation than later, and 
gradually it should be turned over to the company for its opera- 
tion without any direction. 
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QUESTIONS FOR CLASS DISCUSSION 
Peas (ee 


Discuss briefly the requirements of a satisfactory accounting 


system. 
Bey pans 


You are asked by the manager of the C. B. Lyons Company, 
an old established mercantile concern, to investigate its account- 
ing system and recommend such changes as you think would 
improve it. What information would you need to do this intelli- 


gently? 
eons 


The James Wholesale Grocery Company, which is in process 
of organization, employs you to install an accounting system. 
Outline the procedure you would follow. 


BST hs 


In what respect do the two cases described in Questions 2 
and 3 differ? Explain the effect of this difference on the proce- 
dure you would follow in each case. 


er a 


The bookkeeper of the Mays Company makes all charges to 
customers’ accounts, receives remittances on account, records 
these in customers’ accounts, and deposits the cash received in 
the bank. Under ordinary conditions, would you consider this 
procedure satisfactory? Why? 


Gee 


The employees of A. B. Jones, retail grocer, consist of two 
sales clerks and a delivery truck driver. He owns his store build- 
ing, the equipment in it, and a light truck. He does most of his 
buying in person or by telephone, and sells for cash only. 

The White Grocery Stores, Inc., maintains ten branch stores 
in the same town. Purchases are made in large quantities, stored 
in a warehouse, and redistributed to the branches. Sales are made 
for cash only. The general office is located in an office building, 
separate from the stores. The office force consists of five major 
executives, seven subordinate executives, and thirty stenographers 
and clerical workers. 

Compare the need for information such as that provided by 
the accounting records in these two businesses. What effect 
would this have on the accounting systems used by the two 
businesses? 
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Sea 


__ The Progress Laundry Co., a small concern recently estab- 
lished, is operated by two partners, one of whom keeps the ac- 
counting records as a part of his duties. You are asked by this 
partner to prepare instructions for the use of a loose-leaf cash 
journal which he has purchased. On investigation, you find that 
he has purchased a large quantity of these cash journal sheets, 
which contain the following columnar headings: 

Cash Dr. and Cr.; Date, Name, Check No.; General Dr. 
and Cr.; Accounts Receivable Dr. and Cr.; Accounts Payable 
Dr. and Cr.; Dry Wash Sales Cr. (pounds and amount), Wet 
Wash Sales Cr. (pounds and amount), Thrifty Wash Sales Cr. 
(pounds and amount); Soap and Chemicals Purchases Dr.; 
Salaries Dr.; Selling Expenses Dr.; Delivery Expenses Dr.; Gen- 
eral Expenses Dr. 

What instructions would you give the partner in charge of 
the accounting records for the use of this record? 


ah yee 


R. M. Gray, accountant, is called upon by the president of 
the Grant Iron Castings Company to make a study of the ac- 
counting system in use and revise it to meet the needs of a rapidly 
growing business. Among other things, Mr. Gray advises the 
purchase of bookkeeping machines and the employment of addi- 
tional clerical help in the bookkeeping department. The head 
bookkeeper, who has been in the employ of the company for many 
years, raises many objections to the changes suggested by Mr. 
Gray. The president also is reluctant to make some of the changes 
because of the additional expense involved. What should Mr. 
Gray do in this case? 


eae ae 


R. E. Brown, an accountant, is employed by the Jenson 
Milling Co. to revise its accounting system. Mr Brown has had 
considerable experience in installing systems, but not in this par- 
ticular line of business. Under these conditions, do you think he 
should undertake the job? Why? 


p(y 


Walter Long operates a grocery store in a community of 4,000 
population. He buys and sells both for cash and on account. 
He owns the store and delivery equipment, but rents the store- 
room and garage. His employees consist of a clerk and a truck 
driver, who works in the store in his spare time. 

Describe briefly the accounting system you would recom- 
mend for Mr. Long’s use. 
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LABORATORY MATERIAL 
Exercise No. 256 


The Porter Pen Company, manufacturers of a newly patented 
design of fountain pen, with its main office and factory in Roches- 
ter, has concentrated its initial sales efforts on the states of New 
York, Pennsylvania, and Ohio. During the first year, much 
local advertising was done; subsequently, each of the three 
states was assigned to a salesman. The advertising was extended 
into other states to introduce the company’s product to the 
trade before sending additional salesmen into new territory. 

Orders received by salesmen are forwarded to the Rochester 
office, passed on for credit by the credit manager, billed in quad- 
ruplicate, and shipped from the factory by express, parcel post, 
or steamer. Sales to local merchants are delivered by local 
express or messenger. 

Salesmen are paid a monthly salary of $150.00 and 10% 
commission on sales. The selling price of the two styles of pen 
manufactured, each in two sizes, is fixed by the main office. 


The Rochester organization consists of the following: 


(1) E. B. Porter, President and General Manager. 
‘In charge of purchasing and production, as well 
as general supervision of the business. 

(2) Chas. Dawson, Treasurer. 
In charge of credit and collections, billing, and 
supervision of financial policies. 

(8) J. H. Skillman, Secretary. 
Office manager, in charge of general corres- 
pondence and files. 

(4) John Sherwin, Sales Manager. 
Supervises salesmen and advertising. 

(5) G. M. Mackay, Superintendent. 
Supervises factory and shipping department. 

(6) Twelve stenographers and clerical assistants in the 
office; forty foremen and workers in the fac- 
tory; four shipping and stock clerks. 


The main office and factory are located in the same building, 
which is leased for a period of ten years, the lease being payable 
in monthly instalments. 


INSTRUCTIONS: 1. Show, in the form of a graph, the organization 
of the Porter Pen Company. 

2. Make up a chart of accounts to be maintained on the general ledger. 

3. Design the books of account, showing the headings of the columns. 

4. Draw up, in skeleton form, the Balance Sheet and Statement of 
Profit and Loss. . 

5. Write a brief set of instructions for the use of the employees who 
will operate the system. 


CHAPTER LXXI 
NON-PROFIT ORGANIZATIONS 


Types of Non-profit Organizations 


In addition to the typical form of business unit operating for 
the purpose of making a profit, there are some institutions of a 
social, educational, philanthropic or semi-business nature which 
are operated for the benefit of: (a) the members of the organi- 
zation, (b) the community in general, or (c) as an aid to business 
concerns which operate for profit. These organizations are usu- 
ally managed by a secretary or general manager who takes his 
orders from the members of the organization. 

In the great majority of cases, these associations are not in- 
corporated. In a few, however, a charter is issued authorizing 
the organization to do business as a non-profit corporation. Such 
an organization may issue a certificate to the individuals or firms 
who are members. No dividends, however, are payable upon 
this stock and it becomes then merely an evidence of membership 
giving a proportionate right to the holders thereof in the assets 
at liquidation, if liquidation occurs. 

The three principal kinds of non-profit organizations are: 


(1) Trade associations 
(2). Clubs 
(8) Educational or other philanthropic institutions 


Trade Associations 


In most lines of industry there is a trade association the 
members of which are composed of the companies or firms doing 
business within that particular industry. For example, the 
United States Face Brick Association is the trade association for 
companies manufacturing brick of this type, and the American 
Bar Association is the professional organization for practicing 
attorneys. These or similar associations act in an advisory ca- 
pacity to their members and often accumulate information which 
may be of value to the members within the industry. Their 
income is received generally from dues paid by each member or 
from donations given by the firms within the industry. Some- 
times these dues or donations are of uniform amount for each 
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member firm, and sometimes they are based upon the volume of 
products or sales of the various firms. For example, the income 
received by the United States Automobile Chamber of Commerce, 
the trade association for the automobile manufacturers of the 
United States, is based upon the value of cars or trucks sold by 
each corporation. 


Usually the accounts of these associations are kept primarily 
on a cash receipts and disbursements basis, although some 
accruals may be made. For example, accounts receivable may be 
set up and the income account with Dues credited for the amounts 
due from members. The reports of these associations show the 
cash received classified by source and of cash disbursed classified 
by purpose for which spent. In cases where an association carries 
on several classes of work or where it has several departments, 
the disbursements will be classified in some degree of detail under 
each type of departmental operations. 


Clubs 


Within the last few years, there has been a very marked 
increase in the number of clubs in the United States. This is 
particularly true in the case of golf clubs and athletic clubs 
located in the principal cities of the country. These clubs gen- 
erally have no capital stock outstanding but in lieu thereof 
membership certificates are issued. These certificates often carry 
with them a proportionate interest in the fixed properties of the 
club. For example, if a golf club has 200 members, each mem- 
bership carries with it 1/200 interest in the property of the club. 


The assets of clubs are in general much like those of an organ- 
ization organized for profit. They will often have fixed assets, 
deferred charges, inventories, accounts receivable, and cash. 
The inventories will be composed of linen, tableware, food sup- 
plies, etc., and the accounts receivable will be composed primarily 
of amounts due from members either for dues or in payment of 
club services rendered. The income of these clubs is almost 
always in the form of dues and is based on estimates of yearly 
costs of operation. The dues are payable either annually, semi- 
annually or quarterly. If they are payable annually, for example, 
that portion of the dues applicable to the period of operation 
subsequent to the closing date are generally set up as deferred 
credits, under the title of ‘‘Dues Unearned’’. 


In some cases the major operations of a club are confined to a 
relatively short period of time during which the majority of the 
expenses of the club will be incurred. In such cases, if the annual 
closing date of the club occurs sometime prior to the date for 
which the annual dues are paid, the dues may be taken into in- 
come but a reserve set up which makes provision for the estimated 
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expenses to be incurred by the club to the close of the year for 
which the dues are paid. Such a case often occurs in social 
clubs in suburban communities. The active social season, for 
example, will close perhaps at the end of February, but the 
dues will be paid for the year ending May 381. 


Illustration No. 183 shows the Statement of Profit and Loss 
of the Taylor Society, a national organization of business men. 
TAPP LOR SOCIND Ye ING 
STATEMENT OF PROFIT AND LOSS 

FISCAL YEAR ENDED OCTOBER 31, 1926 


INCOME \ 
EMTUIATION LCOSSion, Satie eeeyen VALS Sisyamunssalj cue sy | 616 88 
WERE Peglak 4 o ies es cant steno eet ena 13,600 44 
TERSUIKCNIS Cai dee GEE tees ek cn Men utomey ANIC et ene ae: 3,920127 | 
Speclaleconcnribwtion's saaemusar te s/o sepateenete ie 315. 
(ET err seen seen rs a eens Dee Nee rte: 5 clin, et ra 280 37 | 
Lae Se 
Motalibeforeradjustment..-.. a1 aie. ete | 18,182 |96 
Less deductions and allowances............. | 3,008 |10 
Grossnincome, 9 Ler te tare Ola eens nee ee | 15,124 |86 
EXPENSES | 
SDIGIAIES) nore with en gecgnieye hanson ar eee as eae ire emer 14,896 | 52 
SUS Cir eae eee Re NE Ay eg rntns Perabo: eet trocas 2,544 |44 
1 BOCES AN webs cee ee eSieE NR CR EAEEIETY CCR eas ea Cee IEA 2 | 
OIC ERE XD ENSCry. ari A tomes Sneha ot Gee Ir ts 1,111/82 | 
INTC STING Seperere Rates Renee rey seers atin. Syroneis ae ilane ILI Sed 
Membership promotion. suse... see. ce 503 41 
C(O) alain ke ted ey peed an J Pare er ten ca 220 58 | 
| eae ] a 
M otal expetises ds oueanme Aone one | | 22,046 [24 
| 
Net loss before deducting interest, etc....... | | 6,921 |388 
LEss I | | | 
IMMCERES trometer eciene err ner aac st tese lst toleah sto | 2,292)76)| 
Incorporation expense gas eee 51588 | 
TBYBYG |, VVEI ON Mei levis aintien aati tpsee seem PnP INR COE eee 635 81 
MepreciationnoimeqUipmient. sees a-teineiae ___.129/40 | 
ECGS EST ‘eee As A Sey Tyee tack ERE OL Oe en RE | 3,573 85 
POTAD POSS sTORD THEOL BAR. pets este iac reece vie as | |_ts-10,495 28 
——— sal a 


Illustration No. 188, Statement of Profit and Loss of 
an Association 


Illustration No. 184, which shows a Balance Sheet of the 
Union League Club of Chicago, is indicative of the ee of 
Balance Sheet used by such organizations. 
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member firm, and sometimes they are based upon the volume of 
products or sales of the various firms. . For example, the income 
received by the United States Automobile Chamber of Commerce, 
the trade association for the automobile manufacturers of the 
United States, is based upon the value of cars or trucks sold by 
each corporation. 


Usually the accounts of these associations are kept primarily 
on a cash receipts and disbursements basis, although some 
accruals may be made. For example, accounts receivable may be 
set up and the income account with Dues credited for the amounts 
due from members. The reports of these associations show the 
cash received classified by source and of cash disbursed classified 
by purpose for which spent. In cases where an association carries 
on several classes of work or where it has several departments, 
the disbursements will be classified in some degree of detail under 
each type of departmental operations. 


Clubs 


Within the last few years, there has been a very marked 
increase in the number of clubs in the United States. This is 
particularly true in the case of golf clubs and athletic clubs 
located in the principal cities of the country. These clubs gen- 
erally have no capital stock outstanding but in lieu thereof 
membership certificates are issued. These certificates often carry 
with them a proportionate interest in the fixed properties of the 
club. For example, if a golf club has 200 members, each mem- 
bership carries with it 1/200 interest in the property of the club. 


The assets of clubs are in general much like those of an organ- 
ization organized for profit. They will often have fixed assets, 
deferred charges, inventories, accounts receivable, and cash. 
The inventories will be composed of linen, tableware, food sup- 
plies, ete., and the accounts receivable will be composed primarily 
of amounts due from members either for dues or in payment of 
club services rendered. The income of these clubs is almost 
always in the form of dues and is based on estimates of yearly 
costs of operation. The dues are payable either annually, semi- 
annually or quarterly. If they are payable annually, for example, 
that portion of the dues applicable to the period of operation 
subsequent to the closing date are generally set up as deferred 
credits, under the title of ‘‘Dues Unearned”’. 


In some cases the major operations of a club are confined to a 
relatively short period of time during which the majority of the 
expenses of the club will be incurred. In such cases, if the annual 
closing date of the club occurs sometime prior to the date for 
which the annual dues afe paid, the dues may be taken into in- 
come but a reserve set up which makes provision for the estimated 
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expenses to be incurred by the club to the close of the year for 
which the dues are paid. Such a case often occurs in social 
clubs in suburban communities. The active social season, for 
example, will close perhaps at the end of February, but the 
dues will be paid for the year ending May 81. 


Illustration No. 183 shows the Statement of Profit and Loss 
of the Taylor Society, a national organization of business men. 
THE TAYLOR SOCIETY, INc: 


STATEMENT OF PROFIT AND LOSS 
FiscAL YEAR ENDED OCTOBER 31, 1926 


ee 
INCOME reall 
MLE LONELCCS 47). ere pes ens await nS | 616 88 | 
ID\DRSR cats by nS SU eat Sit ne 1 a Rape Rae 13,600 44 | 
BUGGIES Art Tomar nen an ee cen een © 3,820 |27 
DPecla cOMeribUt Olin. caer Leese oc cern ea eects 315) | 
(Ci aire « Biome eco foe coe aace a eee ae ee | 280 |37 | 
Total before adjustment............... | || 18,182196 
Less deductions and allowances............. | 3,008 |10 
Grossincome Saya ce oe ce, | || 15,124 |86 
EXPENSES | 
SCIIBIRES 5 \, 0 ty Que leachate ie Ck ANER eg acho tea ise ae 14,896 52 
TESLA Oh 5 toad cack ea ante ee ctor, Che ea es, 2,544 |44 
TESS aU Fh iat cnr pial coclec tetee CR RCL CCONCRILTS Gantcage ea eam ear 1,452 
OTIC XP CSC en Ae eather ere ca.n HeeGn am oe 1,111)824| 
INTCE Cin ostrann ate t md tere ie, Tes tyre. cbs 1,317) 52 | 
Membership) promotlonenn sci ats nea oan 503 41 
(Gy WING REN ee Ute dental seh et arin renee aouccieed Rete tae 220 53 
(ae 
MOtalveXDenses 6 poe aah caren oe |. | | 22,046 |24 
Net loss before deducting interest, ete....... | | hy MeNRNG: O27 38 
LESS 
niberes tape tee vases ee ers cv alas oy sisticuse © |) ~2,292)76 | 
INconporaclOnvexDelisemmasnn tn eee. tg 1 515/88 | 
TBeVo | OVS Siac oedye aneeeo esto eceaNe CLO RENEE a eae 635 81 | 
Depreciation oLequipment.«....: saa... | __:129|40 
SEOUL: sexe three eetts G Bree pen EE ae mee | | 3,573 85 
OPAL PWOSsarOh, THEY EARS J. 6:54 cuc lassie s eon | __| 10,495 |23 


Illustration No. 188, Statement of Profit and Loss of 
an Association 


Illustration No. 184, which shows a Balance Sheet of the 
Union League Club of Chicago, is indicative of the form of 
Balance Sheet used by such organizations. 
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UNION LEAGUE CLUB OF CHICAGO 
Comparative Balance Sheets as at Feb. 28, 1927, and Feb. 28, 1926 


[Ch. 71 


7 a ASSETS 
Increase 
| 1927 1926 Decrease 
CURRENT ASSETS: Se ee em at Pee ae 
Cagis wets SUE eaationte 9,885 | 06 || 17,925 |84 8,040\78 
Demand loan (secured by collateral) || 106,000 eee ea aie 106,000 
Accounts receivable........ 95,433/08 || 46,451 43), 48,981 65 
Inventories—materials and supplies 23,011|76 || 15,498 | 74 7,513 02 
| 234,329/90 || _79,876/01 || 154,453 89 
: a = aa cee 
GENERAL MORTGAGE FUND: eat | 
(CST ces at eee Re ely 441 31) 2,649 |'77 2,208| 46 
Demand loan (secured by collateral) 6,000 | 50,000 44,000 
Due from members for general i) | 
mortgage bonds subscribed ...... 875 |, 104,920 05), 104,845 05 
‘ ites is ia, <" | + aoe 
__7016 31)» 157,569 82, 150,553 61 
CAPITAL FUND | 
Fe] ss etyenns SEL GSO RE, HN BSG. Uae | 511| 09. 41,510) 68 40,999) 59 
Sika cattin cic ashi, aera ene 68) 50 |, GHGs aso todas 
Demand loan (secured by collateral) | 38,000| | 100,000 62,000 
Investment in general mortgage 6% || 
Sinking Fund Gold Bonds, at cost |, 238,775 38 epeeeee J Sell Aakers 38 
|_277,354|97|, _141,579/18|| _185,775|'79 
| | \| i 
FIXED ASSETS: 
Laid. ieted page ease fue oat | 1,202,377|17|| 1,202,377|17]]......... ine 
Hilde aerate eto 3,466,724| 20 | 2,674,313/20|| 792,411| 
Machinery and equipment......... 165,171 82 57,378|79||  107,793)03 
Furniture and fixtures 270,669.86 |) | 
Less reserve for | | 
depreciation...... 20,800.24 | 250,369/62|| 107,855/98 142,513 | 64 
Decorating and painting........... | 55,120} 39 ae eae aA 55,120|39 
INO WOU son cvagatcusoxeyeso Ces 106,611) 50 UGH OMAN SON! GoGo s oo ne 
LOLOLE HN dens aire ch hi en ee Nea 11,176} 37 || TG) Alene ig 
China, glassware and silver........ 48,900) 44||......... : 48,900 44 
inenee Sain eee ere MO-SerS | WOieosobs dan ah 26,338 70 
Be 
5,332,700 21 4,159,713/01)_1,173,07/ 20 
| | = 
DEFERRED CHARGES: | | 
China, glassware, silver, linen, etc. . 29,866] 27 || 24,810) 32 5,055 95 
Ere paldninsut ance sate tener eee 12,629) 96 974 40 11,655 56 
| | lt oa oe em 
|__42,496/ 93||__25,784|72/ _16,711/ 51 
|| 5,893,987) 62 || 4,564,522/74) 1,3829,464/ 88 
y Ns 


Illustration No. 184, Balance Sheet of a Club 
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UNION LEAGUE CLUB OF CHICAGO 
Comparative Balance Sheets as at Feb. 28, 1927, and Feb. 28, 1926 


LIABILITIES 
—— == —— + SS + 
| | 
Increase 
1927 1926 || 
CURRENT LIABILITIES: see 
Accounts payable. . eae he: 54,724| 19 16,273) 10 || 38,451 |09 
PAC ELUE CD ay Olen erate eaten 22,117| 75 9,445) 15 || 12,672 |60 
S. Water St. improvement assess- i | 
IDeItE pee ees wee ee ext. Tee 1,207-| 76 Wee We 5665 | 
Tax on dues and admission fees... 8,622 | 94 || 5,553} 02 |) 3,069 |92 
INCerUediinitenestane sa aee sane 51,404) 75 | 31,669) 25 | 19,735 |50 
PNCORUCCEUA NCS Mieteraumn th. in arenes nana | 94,804)64 |) _ 35,792 | 93 || SOIL al 
| | | | 
__ 282,882 03) 100,506) 21 || 182,375 |82 
SUNDRY FUNDS: | ie) | | 
Foundation for Boys’ Club (mem- || | | Ns 
Dersysubscrption)s. 0.) see ees = 7,094 64 || 6,474! 90 || 619 |74 
Public Affairs Committee.......... || 2,402 48 | 4,235) 25 | Uy SS2NUT 
Entertainment Committee......... LAE GO eee eee leans 1,141 |90 
IMI SCeaNiEOUS woe oiled wee tc ayes ye 41E 128 53 | 12,494) 1] 11 |) " 1,365 \58 
21060. 155 || 23,204 26 || 1,486 |71 
BONDS AND MORTGAGES: | | 
First Mortgage, 516%. 2,900;000)) {)_ 2,500,000) jee 2s 22. 
Less Amount due from Northwest-| | ug 
ern Mutual Life Insurance Co.... |) 25,000| |, 1,825,000, ||: 1,300,000 
! 
2,475,000, 1,175,000 1,300,000 | 
General Mortgage, 6% Sinking | | ie 
Fund Gold Bonds— \| en 
ATEN OTIZ eC Keene ene ie Stare ' 2,000,000 | 20000 00)/Rieal Reamer: a 
Less Retired by Sinking Fund He L000" 9205750) ie = 20,250 | 
|_1,959,000___|_1,979,250) _|_20, 20 


| 4,434,000! 3,154,250 | 1,279,750. 


DEFERRED CREDITS: | | | 
Regular dues unearned............ | 32,489 90 || 24,626 | 43 | 


| 
| 7,863 |47 
Full paid dues—unearned.......... 9,890 56, 11,882 56 || 1,992 
Athletic membership dues— hea | | 
UMeATn Cuber pret, eerie ser ceeis ties 14,500, | 2,983 | 33 || 11,516 |67 
Juockers—unearned............... 1 681. Peary ll scaplltiar 9 SOO 


__ 58,561 46) 39,492/32 19,069 14 


SURPLUS: \ | 


(Gremeralli (un diaeresis aan | 869,421 61! 1,105,490'77 || 236,069 |16 
Capitaltund terrence. ce | 277,354 197 IL ‘141 579. 18 3 135,775 | 79 


| 1,146, 176 | 58 i 1,247, 069 95, | _ 100,298 |87 


iF Pigalls = 
Illustration No. 184, Balance Sheet of a Club 
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Educational and Other Philanthropic Institutions 


The most important group of non-profit organizations, and 
certainly the group which from the standpoint of accounting 
varies to the greatest extent from the accounts of profit organi- 
zations, is that of educational and other philanthropic institutions. 
The services which these institutions perform are semi-public. 
In fact, in many cases similar services are rendered by govern- 
mental bodies. For example, in one city the hospitals may be 
operated by the municipality. Again, practically every state 
within the United States operates its own state university. 
Private institutions have been organized in many cases, however, 
which perform functions similar to those performed by govern- 
mental institutions. 


Whether these institutions are operated by governmental 
units or private individuals, the accounting methods used by them 
are very similar. When these institutions are operated by the 
government, appropriations are made from governmental funds 
for at least part of their support. If they are privately operated, 
it is usually necessary to secure at least part of the funds for their 
operation from sources other than those who make use of the 
service, in order to render the service at a price which is within 
the means of the general public to pay. 


Operating Receipts 
The income of these institutions may be classified as follows. 


(1) Receipts from individuals for services. 
(2) Donations to meet expenses. 
(a) By governmental appropriation. 
(b) By private individuals. 
(3) Income from securities or endowments. 


That portion of the income which is to be received from 
governmental appropriations may be credited to income on an 
accrual basis. If payments are received under these appropria- 
tions in advance of the period to which they are applicable, 
the appropriate amounts should be shown as deferred income. 
There is not the same danger in the accrual of income expected to 
be received from governmental bodies as in the case of receipts 
from other sources because it is generally considered that the 
credit of governmental bodies is of a higher order. 


Where donations are received from others, it is generally 
prevalent to take these items up into income as received. In 
some cases, donations are made for a specific purpose. For 
example, an individual may donate a sum of money to a university 


Ch. 71] NON-PROFIT ORGANIZATIONS 1095 


to meet the expenses of a particular department or to be used 
to pay scholarships to worthy students. Under these circum- 
stances, the amounts received must be credited to the proper 
income account according to the intent of the donor as shown 
in the resolution of acceptance of the gift passed by the Board 
of Trustees. 


Income from Endowments 


The most important factor in the accounting for institutions 
is in the handling of endowments and the i income received from 
them. In the majority of cases, investments in the form of 
securities or sometimes in the form of cash, which are converted 
into interest-bearing securities by the institution, may, according 
to the intent of the donor, be used only in a specially designated 
manner, and if the income from these securities is not used in 
such manner, the officials of the institution may be liable to 
legal action. In order to protect themselves, they must be cer- 
tain that the income so derived makes its way to the proper 
income account against which only proper charges may be made. 


When income is received from these investments either in 
the form of interest or dividends, cash is charged and the proper 
income account credited, for example, the income account “‘John 
Doe Scholarship Fund’’. The total of all receipts of such nature 
will give the total income from investments. 


Operating Expense Accounts 


The operating expenses of the institution are or should be 
recorded in classified accounts which fit its particular needs. For 
example, in the case of a school, there will be expense accounts 
classified to show the cost of operating the various departments, 
such as the School of Arts, Literature and Science, the School of 
Law, and the School of Medicine. Other main classifications 
will include expenses for the operation and maintenance of the 
campus and buildings, and office expenses. Underlying these 
main divisions, there may be numerous operating accounts com- 
posed of salaries for teachers in each department, general expenses 
of each department, etc. It may be necessary to keep accounts 
in some cases which will classify the expenses according to the 
income. For example, an account might be kept under the 
heading of “Payments on John Doe Scholarships” which would 

‘show the disbursements of the income received from such use. 


The detailed operating accounts of institutions of this char- 
acter are generally quite numeyous. As a result, it is usually 
desirable to keep the income and operating accounts in an oper- 
ating ledger subsidiary to the general ledger. 
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Accounting for Endowments 


The accounts of institutions must not only provide means for 
the proper classification of the income and expense, but they 
must also provide means of verifying the expenditures made out . 
of gifts received as capital. The great majority of gifts are made 
with a restriction that they are to be invested and that only the 
income may be used in meeting the operating expenses. There 
may also be other restrictions which must be carried out. 


When an individual offers to make a donation to an institu- 
tion, the donation is either accepted by the Board of Trustees 
according to the offer or, if it is believed that the donation if 
accepted with these restrictions is not in accordance with the 
policy of the organization, a counter offer is made to the donor. 
If an agreement is finally reached between the institution and a 
prospective donor, a resolution is passed by the Board of Trustees 
accepting the donation according to the terms agreed upon. 
These terms must then be very carefully followed out. 


The method of accounting for donations or endowments 
depends upon whether or not there are many of such endow- 
ments. If there are only a few, all of these accounts may be 
kept in the general ledger. If there are many, a subsidiary 
ledger may be set up. When gifts in the form of securities or 
cash come into the possession of the institution, a journal entry 
is made, for example, as follows: 


- | 
| CashyUnin vested een iewwtere ters a aera le een : “iil 
| Second Liberty Loan Bonds (John Doe | 

| Scholarship Muti) as seers \| 
| John Doe Scholarship Fund...... | 


Upon the subsequent investment of the cash, an entry will 
be made charging the securities account, for example, American 
Telephone & Telegraph Company Bonds (John Doe Scholarship 
Fund), and crediting Cash. 


The credit to the fund account as shown in the above journal 
entry is a method of stating their accountability according to the 
trust. It represents in effect a restricted surplus account subject 
to the conditions of the donor. These fund accounts may be 
numerous. They must not be confused with fund accounts which 
are shown on the asset side of many Balance Sheets and which 
in the latter case represent amounts set aside for the payment 
of indebtedness. The term fund, as used in the Balance Sheet 
of institutions, has a particular meaning and has no relation to 
the asset type of fund. 
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TABLE I 
BALANCE SHEET, JUNE 30, 1926 


ENDOWMENT ASSETS 
Investments of endowment funds (Schedule I)............ 35,219,609|77 
Cash awaiting investment (Schedule VII ............... 83,957/66 


35,303,567/43 
PLANT ASSETS 


Buildings) (Schedules) ¥29- aca. se eae lense cies 11,232,815)40 
Groumads\(Sehed uleslb); tase eens fees nee 5,091,618] 29 
Books, equipment, and furniture (Schedule IV).......... 2,476,649|77 

18,801,083}46 
Investments of building funds (Schedule I).............. 5,011,376)34 


Cash on’ hand (Schedule VIL) ......00)...0--ccenesscaes 587,412 


24,399,871|80 
Current Assets 
Investments (Schedule I): 


Funds for designated purposes (Schedule X)......... 1,338,219|96 
Funds held temporarily (Schedule XI).............. 497,121)50 
Gubersgeneralkttindasns soc ctor atta oc ert nce we 381,267}19 
2,216,608|65 
Materials and supplies (Schedule V)...................- 55,336)/25 
IReceiva blest (penedtkenVib) tig neice o-c Sins) casinicveenren 261,216)95 
lWniversitve biessen eae ear er ere ce ees sae aren: 296,711|80 
Cashionmband(echedulenV LD). cements cness st ce ee araee 769,346|58 
3,599,220/23 
63,302,659|46 
Cr. 


Enpowment Funps 


GchediwlenyaiD eecater nance creme neh. arae siccoceet : 35,303,567/43 
Puant Funps z 

Capitali(SchedulesXUD)r 5.05 o.... cecil ne Ba moreacanri 14,859,759|54 

Building and equipment funds (Schedule IX)............ 9,540,112/26 


24,399,871/80 
Current Funps 


Working capital (Schedule XII)........2..-...-..--+3- 181,514 10 
Funds for designated purposes (Schedule X)............. 1,659,731 44 
Funds held temporarily (Schedule XI).................. 652 117/55 
Income credits (Schedule XTII)................0200-005 292,207 43 
(Reserves (Schedule eI) ie ue ment tarts cvlensavne « ‘ 625,530]3 

Current liabilities (Schedule XV)..................-05- 188,119/41 


—| 38,599,220)2 


wo 


63,302,659 


cs 


Illustration No. 185, Balance Sheet of a University 


Similar to the manner of segregating the accountabilities 
through funds, the assets representing these funds should be 
earmarked. Separate asset accounts need not be kept, however, 
for each kind of asset, but each investment other than the unin- 
vested cash should show to what fund it belongs, as is illustrated 
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by placing brackets around the description of the fund to which 
the securities belong in the journal entry on page 1096. In many 
instances an institution will hold the same kind of an investment 
in two funds. For example, it may hold $5,000.00 par value of 
Second Liberty Loan Bonds in the “John Doe Scholarship Fund” 
and it may hold Second Liberty Loan Bonds in the “William 
Smith Memorial Library Fund’’. It may not be necessary to 
carry separate accounts in this case for these Liberty bonds, 
but a memorandum should be made on the ledger account show- 


TABLE VI 
UNIVERSITY BUDGET INCOME — COMPARATIVE ANALYSIS 


1924-25 1925-26 
Per- Per- 
Amount cent- Amount cent- 
age age 
I. Student Fees—Intra-mural ; ; 
A. Tuition—For University Instruction given on the 
Quadrangles 
1. Arts, Literature, and Science 
(a) Graduate en. specs cane rae cere earn 225,288/35 6.09 265,853/50 6.70 
(DiC ollepe Neen cece acre cia itera at eee ise 556,654/99 | 15.05 581,762/67 | 14.72 
781,943/34 | 21.14 SST OUOITY 21.42 
DAD GIN Yate rs cca ek eo eee ene qereleie ts sate eae 31,916 87 36,072|25 -90 
Bs PIA Wy cere aya. s sera argon & ate euete state tioacenoes 78,081}17 2.11 88,567|50 2.29 
A PEUCATION san pamernetaen ance hore acter ere 170,749|76 4.61 129,426/15 Bel 
5. Commerce and Administration................... 119,065|57 3.22 116,176|20 3.00 
ToraL University Tuition Frms..............] 1,181,755/84 | 31.95 | 1,217,858/27 | 30.84 
B. Other University student fees................-2.05- 127,544/38 3.44 128,563)61 3.16 
TotaL UNIVERSITY Fens... Were Sire crates sorte a 1,309,300)22 | 35.39 | 1,346,421/88 ~ 34.00 
Ile Bodowment Income amp arian verge tcciinas beste 1,587,108 81 42.93 | 1,701,939|17 | 42.98 
TERetinngeAlliowancellncome sneer sae ce ee eer 71,393) 11 1.95 89,332|97 2.31 
IV. Other Intra-mural Income ; 
1. Room Rents and Commons (net)................. 17,433) 10 47 19,550/36 49 
2, Baptist Theological Union. ya. sacar nese ae 16,783 )55 45 18,395/65 46 | 
3. Interest on general account investment and bank 
balances Gas qierienaeeenete cote haan 84,824/47 P| 89,520)63 2.20 
Ai Miscellaneou sian cmc cite otis tale ene reece a 64,193}17 1.74 81,399}52 2.08 
183,234/29 4,93 208,866] 16 5.23 
Torat INTRA-MURAL INCOME.............-.+5- 3,151,036 54 85.20 | 3,346,560)18 84.52 
V. Income from Other Educational Activities 
1. Home Study ROR We laenca sk pace RN Pe aye 100,524|74 2.72 105,687|40 2.68 
2. Umiversity College, ance yon a aceite nineteen oe 106,306|50 2.38 108,211)25 2.74 
SeLaboratoryiSchoolsvay seam ac cee ian saree 269,791) 14 7.29 837,045]18 8.49 
4, University Hxtension\ ccs iss. ceive oo eee ae 11,680 m4 14,269|94 85 
SMUNIversity, Press wayne cnt eae cemeteries 59,198|62 1.59 48 944/57 1.22 
547,501 14.80 614,158/34 | 15.48 
LOPAL sas nants anahist toate ann ees tre ie eres 3.698,537/43 | 100.00 | 3,960,718/52 | 100.00 


Illustration No. 186, Comparative Income Statement of a 
University 
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ing to what funds these securities belong. It is often advisable 
to carry these securities in detail on working papers scheduled 
under the funds or classifying them under the funds in the col- 
umns at the right. 


Examples of the Balance Sheet and the Statement of Income 


and Expenditures of a university are given in Illustrations Nos. 
185, 186 and 187. 


Sar ery 
TABLE VII 
UNIVERSITY BUDGET EXPENDITURES — COMPARATIVE ANALYSIS 
1924-25 1925-26 
Per- Per- 
Amount cent- Amount cent- 
age age 
I. Salary Cost of Instruction on the Quadrangles 
V. Arts;Miterature, and Science..............0..0508- es 1,080,031/16 | 29.26 | 1,097,582/39.| 27.62 
aA BI NgbatR Nia Potc oirls Gnas Ser gare 4 Ne eae Pee ee ee 47,922/19 1.29 74,111]50 1.95 
Bis,1 FEN AG Peles Slo gteye ae era ah Cran aca eceo aes BR ie 68,237)/45 1.84 71,573|53 1.89 
Als Hiticationstrr nce te nese od eet sae sielesds acento 143,673/75 3.88 130,086|77 3.32 
5. Commerce and Administration................000005 103,852/95 2.81 111,359)96 2.78 
GoRATIAU It VapLeMiuUIns eye enemas nce. sitet teint 12,615)16 184 17,504/78 44 
1,456,332) 66 39.42 | 1,502,218)93 38.00 
II. Education Expenses Applicable to Intra-mural Student 
c 
tf  Biducationaladwninistration|: ax.:..02 1s nese. sis 267,009] 69 7.21 290,933/88 7.47 
2. Laboratory equipment and expense................-. 254,561/14 6.87 278,448/51 7.10 
SupLLDCAc VASO nisuLatlonlne nae arsenate eine 187,562|72 5.06 204,111/35 5.20 
AID OO KS VOU NEF nye) steiava crab nero teistae Sarr Pease saree 60,520|83 1.63 66,405 1.76 
5. Physical and social welfare of students.............. 125,002]69 Owe 135,982]59 3.49 
6. Fellowships and scholarships ...................005- 169,332} 62 4.57 158,580/38 4.10 
Tipe L WUT OMUNEMIB GIONS ycyeierer aie elelereetsyrrxekeioeae oti teie Sake Re 67,959} 72 1.83 73,367 |92 1.44 
1,131,949/41 30.54 | 1,207,829]63 30.56 
NDE Retininge Allowances en var kts ts arse seceteisiaccunee pie ateye vcae ea ra 58,777195 1.60 89,332|97 2.42 
Ve yBusinesseA dmaimistra ton csic.s.¢ .01 «(oles sonrere oven Seveeas mage 122,238/43 3.34 159,132)/61 3.92 
(VE aunties and) GEOUnUE Ls pone tonsa ole-s.n8 adr cley tnele om 404,709/37 11.00 411,709) 14 10.30 
ToraL INTRA-MURAL EXPENDITURES............| 3,174,007/82 | 85.90 | 3,370,223/28 | 85.20 
VI. Expenditures for Other Educationa! Activities 
A. Extra-mural 
1. Home Study 
GMS TUG ON mariana erties morae see oma) siete 60,902] 52 1.64 63,468] 23 1.64 
LUE Ri ORS Gar cet geet ete de ote ath unc zaNe eden vaatna lass" 43,622/22 1.18 §2,219]17 1.36 
2. University College 
(CaN ania trac iouny chiar erases niet serte ee sais evelstonstere 76,431/01 2.06 77,046| 26 1.95 
(DME sponser. venemen te ken caritica= ausnee beds tee 29,875|49 .80 31,164)99 .79 
3. Institute of Sacred Literature..................-- 15,679) 57 42 17,269|94 43 
B. Laboratory Schools 
Vin ctrictaon, coe iccte tree reas nota aoe Pk arceete 157,655) 59 4.26 177,155|75 4.57 
QUEXDCHSEL Ene anesthe te anon potenti sins cae aa 74,260/45 2.00 113,516)/99 2.72 
C. Publications 
Journals and book plates. ....0+:65 ccs ecceeccvecnn 63,498] 62 1.74 53,244|57 1.34 
521,925|47 14.10 585,085} 90 14.80 
PN CeUM TS MPAA ah ar erence aT eat cate orpiers eh v ere alii 3,695,933)29 | 100.00 | 3,955,309|18 | 100.00 


Illustration No. 187, Comparative Expenditure Statement of a 


University 
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Budgets 


Institutions have quite generally adopted an income and 
expense budget. The reason for this may be said to be because 
those managing the institution may not be in active charge and 
desire to put all possible safeguards upon their operation. At 
the beginning of each year, detailed estimates of income and 
expenses are prepared which are approved by the Board of 
Trustees and which then become the authority to the manage- 
ment to operate according to the terms of the budget. In regard 
to budgets, it is the opinion of the author that many firms 
operating for profit have something to learn from institutions. 
Fee HOD of budgeting methods is included in Chapter 
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QUESTIONS FOR CLASS DISCUSSION 
Bugle 


Jonathan Brand, a philanthropic man of means, wishes to 
found a social center for newsboys. He secures the assistance 
of several prominent citizens to act’as trustees without pay, 
and incorporates under the name of “The Brand Social Center 
for Newsboys’. He places with the Central Trust Company 
$600,000.00 in securities to hold in trust for this institution, the 
income from the securities to be used in paying operating expenses. 
State some probable reasons why Mr. Brand did not operate the 
center as an individual, appointing an agent to take charge for 
him, instead of incorporating. 


stn) yi 


The board of trustees of The Brand Social Center for News- 
boys passes a formal resolution accepting Mr. Brand’s gift. 
Why is it important that such a resolution be passed? 


pra tee 


Why did Mr. Brand place the securities in the keeping of the 
Central Trust Company instead of turning them over to the 
institution direct? 


ere Rade 


A gift of $100,000.00, half in cash and half in securities, is 
made by an individual to the library fund of an American college, 
the income from which is to be used in paying operating expenses. 
(a) How would you record the gift on the books of the institu- 
tion? (b) When the interest on this gift was received, how would 
you record the income? 


a a 


The college mentioned in the preceding question uses $500.00 
of the interest received on the securities which are part of its 
library fund, to purchase new books. Is this purchase authorized? 
What is the liability of the trustees in this case? 


mea eae 


In addition to the income from numerous endcwments and 
gifts, the college mentioned in Questions 4 and 5 receives tuition 
from students, and, when a deficit occurs, donations from various 
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individuals to make up the deficiency. What income accounts 
would you suggest be maintained, so as to classify the income 
as to source and the purpose for which each is to be used? 


a ee 

The fiscal year es the City Athletic Club runs from October 1 

to the following September 30. Semi-annual dues of $60,000.00 
are payable at the beginning of each six months’ period. (a) 
At each monthly closing, what amount would you show as 
income from dues for the month? (b) What disposition would 
you make of any remainder not shown as income for the month? 


— eee 


At the beginning of operations, the Elks Club purchases 
china, linen, silverware, glassware, etc. (a) How would you 
record these purchases? (b) How would you record subsequent 
purchases of these items? Why? 


ee 


What expense accounts would you expect to find on the 
Statement of Income and Expense of a trade association—for 
example, the National Hardwood Lumber Association, the 
American Institute of Accountants, the National Association of 
Credit Men, the Institute of American Meat Packers, the Amer- 
ican Management Association, the National Retail Dry Goods 
Association, the Brotherhood of Railway Clerks, ete. 


aes || ee 


Would you consider it advisable to have an operating budget 
of a club to which you belong? Why? 


, an ~ af) CAé¢#4 
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LABORATORY MATERIAL 


December 31, 19. 


Exercise No. 257 


The following Balance Sheet shows the financial condition of 
The Martha Gray | Home, a residence for business women, as of 


THE MARTHA GRAY HOME 
BALANCE SHEET, DECEMBER 31, 19.... 


1103 


Assets Liabilities and Surplus 
CERORS SBA cee eat ees 12,987\/33 || Accounts Payable......|/15,738/45“ 
Inventories—materials Accrued Payroll........ 595 
and supplies........ 5,372/45 || Accrued Interest on 
Mheasehold eee ho new. 40,000 Notes Payable....... 525 
Equipment: 3 7% Collateral Notes, 
Residence. .$28,195 .75 payable in two, three, 
Cafeteria .. 1,875.90 and five years........ 15,000 
Gymnasium 2,315.60 Room Rentals Unearned|| 2,981 
—_—_—_——_ Cafeteria Coupons Out- 
PMGOON ae. O Standings gone 1,309)15 J 
Res.for Dep. 5,362.77 || 22,024/48 -- 
~— Total Liabilities...... 36,148)90 
China, glass, silver....... 3,185 
5 SLEINE eet eeiee 2e eoee 5,279/88 
Prepaid Insurance....... 1,385|90 
IL OF, SUEDLUSHRRir eye ee rar 54,086)14 
MotalWASsetsis ace se seles sa 90,235|04 || Total Liab. and Surplus.|| 90,235/04 


During the month of January following, $4,959.24 of food 
supplies and $239.20 of other miscellaneous supplies were pur- 
chased on account. The cash receipts and disbursements Bo 
this period were as follows: 


Recevpts: 
3,090 $5.00 cafeteria coupon books at $4.50 $138,905.00 
Cafeteria: Cas TeCOlD Uy 455. eens ee PISS o1O 
ROOUEONGOISs at ere dg oe te oe ee 12,126.00 
Use of laundry by guests, 1,613 hours at 10c 161.30 
Disbursements: 
Creditors Ole aACeOUNL.-. 62. Sct es «ore $ 6,159.30 
Ga sraiiseleetricruye.c «dnt. suc Yew a alts 1,293.73 
NN ETE te ae ee eye ue AE Bh art amt $9.91 
CLO ONO aeacet eres as cov ahs ae 2 0 af Baste 285.00 
Stavionen and printing dee | ola 306.10 


(Concluded on next page) 
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‘ Miscellaneous supplies......... ee 112338 
ry: Newspapers and periodicals............... 17.80 
X China and glass replacements............. 23.42 
Linen’ replacements 44.9 ere a 38.65 
Upkeep of building and soe Were ta: 623 13% 
Interest on notes Davee SANs 525 .00 
Salaries and wages. . Not ere ee oe 7,300.20 © 
{ Miscellaneous expenses. PPE RG Be | 399. 03 “X 
? on NY) Lh 
N January 31, ‘in/| preparing tie monthly stat dake a4 folloee 


\ ing facts not shown by the ledger need to be considered: 


(a) Materials and supplies on hand, $4,771.59 } 
\ (b) One month’s portion of lease expired, $416.67. 
\ (c) One month’s depreciation on equipment, at 10% Mager 
(d) Insurance expired, $101.27. / 
(e) Accrued salaries and wages, $416.73. 
ql (f) Accrued interest on notes payable, $87.50. 
~S) (g) Room rentals prepaid by guests, unearned, $2,130.00. 
. (h) In addition to the cash received by the cafeteria cashier 
in payment of meals, $12,485.35 in cafeteria coupons 
were also received in payment of meals served. 


(i) Meals are served to employees without charge. Esti- 


& 


@ mated at the average cost, meals furnished eR lOy es 


iN 


WD in, Aj ge amounted to R744, 85. 


\ metkuctioxs: ies Prepare a Balance Sheet as “of duet 31, 
; showing the assets and liabilities properly classified. 

2. Prepare a Statement of Cash Receipts and Cash Disbursements for 
the month of January, showing balance January 1, receipts for the month, 
disbursements for the month, and balance January 381. 

3. Taking into consideration the adjustments January 31, Die ere a 
Statement of Profit and Loss for the month of January. 


if q 


Exercise No. 258 


Union College receives the following gifts and endowments 
during the school year ended June 80, 19..: 


Sept.10. From the Cecil H. Gardner Estate, $10,000.00 in 
Baltimore & Ohio 444% bonds, the income from 
which is to be used for general purposes. 


Nov. 27. From Arthur §S. Mead’s sons, in memory of their 
father, $10,000.00 in cash, the income from which 
is to be used in awarding a "cash prize to the student 
who produces a treatise of merit on local labor 
conditions. 
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Feb. 18. From John H. Davies, in memory of his son Frederick, 
land appraised at $95, 000.00 and $200,000.00 cash 
to be used in building a stadium; also $30,000.00 
in Baltimore & Ohio 44% bonds, the income from 
which is to be used in maintenance of the stadium 
and grounds. The cost of the land appraisement 
was $500.00, which was paid by the college. 


Mar. 9. From ‘Martin Foster, $500.00 in cash, the income 
from which is to be used to purchase gold medals 
for award to the four best debaters of each year, 
one from each class, beginning with the next school 
year. 

June 10. From W. M. Gamble, $3,000.00 in cash, to be in- 
vested in securities, the income from which is to be 
used in assisting a worthy and needy student, 
preferably from the Junior Class. 


INSTRUCTIONS: 1. Prepare, in journal form, entries to place these 
funds on the books of Union College, and post to the ledger. 


Retain the journal entries and ledger for use in the next exercise. 


Exercise No. 259 


During the same school year, Union College (Exercise No. 258) 
completed the following additional transactions relating to funds 
and the income from them 


Dec. 10. Invested cash received from Arthur S. Mead’s sons 

Nov. 27 as follows: 

6 $1,000.00 Rapid Transit Ist Mort. 7s at 10134, 
plus accrued interest from Nov. 10; _broker’s 
commission, $9.00; total cost, $6, 149. 00. This 
is a temporary investment, the bonds maturing 
May 10 of the following year. 

30 shares of P. & I. common stock at 90 (par $100.00), 
plus broker’s commission, $4.50; total cost, 
$2,704.50. 


Feb. 15. A dividend check for $150.00 was received from 
Ee tg Co. in payment of annual dividend on 


common stock, declared January 8. 


Mar. 1. Received $900.00 interest on Baltimore & Ohio bonds 
acquired Sept. 10 and Feb. 13. 


9. Paid $5,000.00 for plans for new Frederick Davies Me- 
morial Stadium. 
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April12. Awarded contract for stadium to Thayer Construction 
Co., to be completed September 1, at $190,362.55. 


May 10. Sold P. & I. stock in Arthur S. Mead fund, at 89, less 
broker’s commission, $4.50, and transfer tax, 60c; 
net proceeds, $2,664.90. 


12. The six Rapid Transit bonds purchased December 10 
matured May 10 and were paid into the First 
National Bank, together with six months’ accrued 
interest, to the credit of Union College, by Central 
Trust Company, the paying agents. The First 
National Bank charged $14.75 collection fees, the 
net proceeds being $6,194.75. 


20. Invested cash in Arthur S. Mead fund in 161 shares 
of Columbia Gas & Electric stock at 62 (par $100.00) ; 
broker’s commission, $24.15; total cost, $10,006.15. 


28. Advanced Thayer Construction Co. $50,000.00 cash 
on completion of a specified part of the contract 
for the new stadium. 


June 10. The First National Bank credited the account of 
Union College with $5.00 quarterly interest on 
Martin Foster fund, deposited temporarily in a 
savings account. 


15. A check for $150.00 was issued to J. H. Dinsmore, 
student, to whom the Arthur H. Mead prize was 
awarded. 


16. Invested cash received from W. M. Gamble June 10 
in three $1,000.00 American Smelting & Refining 
Co. 1st Mort. 5s, at 9214, plus accrued interest 
from April 1; broker’s commission, $4.50; total 
cost, $2,811.17. 


21. Paid $1,069.70 taxes on land donated by John H. 
Davies for stadium. 


Sept. 1. Received $900.00 interest on Baltimore & Ohio bonds 
acquired last Sept. 10 and Feb. 18. 


INSTRUCTIONS: 1. Using the same journal and ledger retained in 
Exercise No. 258, prepare in journal form entries to record these trans- 
actions on the books of Union College, and post to the ledger. 


2. Show these gifts and endowments, and the income and disposition 
of income resulting from them, as they would appear on the Balance Sheet 
and Statement of Receipts and Disbursements of the Union College at the 
end of the school year June 80. 


CHAPTER LXXII 
MECHANICAL ACCOUNTING 


The Meaning of “Mechanical Accounting” 


The term mechanical accounting is new in the literature of - 
accounting but well established in business usage. Salesmen of 
bookkeeping, billing, and calculating machines coined this term 
and have used it for years to indicate the use of machines for 
making bookkeeping and statistical records. The word mechanical 
in this term is justified in the sense that some part of the account- 
ing work is done by the aid of machines. In a wider sense, this 
word is apt, as the purpose in using machines is to supplement 
human effort by mechanical processes. 


Office managers regard the reduction of the separate records 
of thousands of individual transactions to compact Statements 
of Profit and Loss, statistical reports and Balance Sheets, as 
equivalent to a manufacturing process subject to all the general 
principles followed in large scale production, including sub- 
division of labor, and the use of mechanical processes of all kinds. 
The word accounting in this term is used in default of any other 
word which covers the wide range of work so commonly done by 
adding, billing, posting, calculating, and statistical machines. 
Moreover, this word can be justified here as referring to a system 
for making or preparing accounting records. So the term mechan- 
ical accounting is used here in the sense of indicating the methods 
and organization necessary in managing that part of the account- 
ing work which can be done by machines. 


Why Machines Are Used 


Machines are used in accounting and statistical work because 
of the increased accuracy, larger output, and uniform legibility 
in the records produced. An experienced typist can write all day 
with perfect legibility and uniformity at twice the rate which can 
be maintained by the most expert penman, even though legibility 
and uniformity are disregarded by the latter. An office boy can 
copy, print, and add on an adding machine more rapidly, legibly, 
and accurately than the most expert accountant can copy the 
same figures with a pencil. A calculating machine operator can 
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frequently have the answer to a complicated calculation before 
a mathematician can finish writing the problem. As most ma- 
chines used in accounting work are but modified adding, type- 
writing, or calculating machines, the unvarying mechanical 
accuracy in computation, greater output, and uniform legibility 
of written work made possible through the use of these basic 
machines are realized also in mechanical accounting work. 


However, to date, no entirely automatic machines for mechani- 
eal accounting work have been invented. For all the machines 
now in use, operators are required to adjust and set up the mecha- 
_nism, to select and copy the work, to strike the keys and operating 

bars, or to insert and remove the record sheets at the proper time. 
Errors in doing any or all of these acts are possible. Obviously, 
if the wrong keys are depressed in an adding machine, the total 
will not be right; if the proper adjustments are not made, no 
machine will work properly; if the proper paper is not copied 
correctly, the record will be useless. The devisers of mechanical 
accounting machines have recognized that these errors will be 
made, but they have developed safe guards to such an extent that 
mechanical accounting is practically error-proof. Not that errors 
are not made, but that an error, when made, is detected so soon 
that no harm isdone. This increased accuracy, especially desira- 
ble where large volumes of detailed work must he handled, is the 
great contribution of machines to modern accounting work. 


Errors when using an accounting machine may arise from: 
(1) Improper operation or adjustment of the machine, or 
(2) Inaccurate copying. 


The skill of the operator and the simplicity of the operating 
process must be relied upon to prevent the mechanical errors. 
But inaccurate copying must be prevented and detected by 
some more positive means. 


Errors in Mechanical Accounting 


Errors in copying figures which are most frequent and trou- 
blesome in ordinary accounting work are the most easily detected 
when machines are used. The frequency of errors in so common 
a task as copying a column of figures for adding shows the ne- 
cessity for checking even the simplest of copying work. This 
checking is best done by having another person compare the new 
list with the original figures. Such an independent check is 
always the most reliable, and is used whenever possible. If an- 
other clerk is not available, the operator checks his own work, 
either by direct comparison or by making a second list. In both 
of these methods there is a strong likelihood that the original 
error will be repeated, especially where the first error was due to 
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misreading a number. The important point is to see that a check 
is always provided upon all work copied, particularly where 
figures have been copied. 


In studying any accounting machine, special attention must 
be given to the facilities provided for preventing or detecting 
errors in copying. This is the most vital point in any machine, 
for unless practically error-proof work is produced, the machine 
has failed in its most important contribution. The methods used 
in correcting an error, when made, must be noted also. 


What Machines Are Used 


The machines most widely used in mechanical accounting 
practice can be classified under the following heads: 
1. Auxiliary machines, such as 
_(a) Adding machines; 

(b) Calculating machines. 

2. Modified listing-adding machines, such as the 
(a) Burroughs Ledger Posting Machine; 
(b) Dalton Ledger Posting Machine. 

38. Modified typewriting machines, such as the 
(a) Elliott-Fisher Bookkeeping Machine; 
(b) Remington Accounting Machine; 
(c) Underwood Bookkeeping Machine. 


4. 'Tabulating machines, such as the 
(a) Hollerith Tabulating Machine; 
(b) Powers Accounting Machine. 


The principal machines for mechanical accounting are manu- 
factured by the following companies: Burroughs Adding Machine 
Co., Detroit, Mich.; Comptometer Co., Chicago, IIl.; Monroe 
Calculating Machine Co., Orange, N. J.; Moon Hopkins Billing 
Machine Co., St. Louis, Mo.; Wales Adding Machine Co., Wilkes 
Barre, Pa.; Elliott-Fisher Billing Machine Co., Harrisburg, Pa.; 
Addressograph Co., Chicago, Ill.; Remington-Rand, Inc., New 
York, N. Y.; Underwood Typewriter Co., New York, N. Y. 


If the instructor has available any one or all of these machines, 
it will be well to study each of them in connection with the litera- 
ture provided by the manufacturer of the machine. If the ma- 
chines are not available, it will be well to ask the representatives 
of the various companies to demonstrate the machines, or to 
write to the above-named concerns for descriptive literature 
showing the use of their machines and their advantage to the work 


in the accounting department. 
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Purposes for Which Machines Are Used 


The purposes for which machines are used may be classified 
as follows: 
(1) Adding. 
(2) Calculation or Computation. 
(3) Preparation of Accounting and Statistical State- 
ments. 
(4) Preparation of Accounting Records. 
(5) Statistical Analysis. 


Adding Machines 


Adding machines are the oldest type of machines used in 
accounting work. They may be used to advantage in any case 
where it is necessary to obtain frequently the total of a series of 
numbers. The simple type of adding machine is used only for | 
the purpose of arriving at totals to be entered in records or to 
check the accuracy of totals shown in the records. The modified 
adding machines serve other purposes, as explained below. 


Calculating and Computing Machines 


Most of the so-called adding machines are now equipped to 
perform the other mathematical calculations of subtraction, 
multiplication, and division. There are other machines which 
are particularly adapted to perform all kinds of calculations. 
The Comptometer is probably the best known of these. The pur- 
pose of these machines, like the simple type of the adding ma- 
chines, is either to provide data which serves as a basis of records 
or to check the accuracy of data recorded in the records. 


Preparation of Statements 


Machines may be used to prepare various kinds of statements. 
Probably their most important use in this connection is in the 
preparation of customers’ monthly statements of account, and 
these will be taken for purposes of illustration. The writing of 
customers’ statements in a large wholesale office is a good example 
of the advantages resulting from using a machine for this purpose. 
The accompanying form (Illustration No. 188) shows a statement 
as written on a bookkeeping machine. The body of this state- 
ment contains all the items likely to occur in a statement of this 
kind. Writing such a statement requires but a simple copying 
of items from a ledger and computing the balance. The machine 
is used to print automatically dates, descriptions and amounts, 
add the amounts exactly as written, and to find the real balance. 
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STATEMENT 


VW ESHINSTOGK-NIGHOES Go- 


MAIN OFFICE 
538 To 546 GOLDEN GATE AVENUE 
PHONE FRANKLIN 6062 


SAN Francisco, Feb. 1, 19 


M Renfro Speed-O-Meter Co. 
San Francisco, Calif. 


All accounts due and payable 10th of the month following purchase, 
Return this statement when making remittance. 
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Illustration No. 188, Statement Prepared on a 
Bookkeeping Machine 


It works more accurately, more quickly, and produces a more 
legible and uniform product than any clerk. 


There is also a by-product to this process which is extremely 
valuable in itself. The balance of each account as mechanically 
computed by the machine is used in an audit of the balance of that 
account as figured in the ledger. This audit is made by having 
a clerk compare the amounts and balance on the statement with 
the corresponding items and balance in the ledger. Thus the work 
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of the ledger clerk in posting, balancing, and writing the state- 
ment is checked before the statements are sent to the credit 
department or the mail-room. Sometimes such a statement bal- 
ance is used to save the labor of separately computing the ledger 
balances. 

It is well to note that if a bookkeeping machine of the type- 
writer family had been used for this work, the heading and address 
also could have been written at the oneinsertion. In large offices, 
statements are often headed on an addressograph or by ledger 
clerks in spare moments during the month. 


Preparation of Accounting Records 


Machines may be used in various ways in the making of ac- 
counting records. Any part of the accounting records may be 
made by machines, but it is in connection with the construction 
of the ledger record that they are used most extensively. Wherever 
numerous accounts are kept to which frequent entries are made, 
machines may be used to advantage. They are used most fre- 
quently in the preparation of (a) the accounts receivable ledger; 
(b) the balance of stores records. The accounts receivable 
ledger will be taken as a means of illustrating their use in the 
preparation of ledger records. 


Simple Ledger Posting 


A ledger can be posted by a machine as readily as a monthly 
statement can be written, and with absolute accuracy. The ledger 
sheets are taken one at a time and the proper debit posting 
made on each in succession. When all the debits have been posted, 
the machine accumulator will show an absolutely correct total of 
the debits exactly as written on the ledger sheets. This total, 
when compared with the total of debits previously taken from the 
sales, cash, or general journals, will either agree, thus showing 
that the amounts were posted accurately, or will differ, thus 
showing that an error was made. Where posting runs are long, 
sub-totals are made at certain points when obtaining this pre- 
determined total of items to be posted, and the machine readings 
at these points are compared. These sub-totals confine the search 
for errors to small zones and expedite the work of locating the 
particular error made. 


When posting to a sales ledger, merchandise debits, cash 
credits, merchandise returns, and sundry journal entries are posted 
in separate runs. The column stops of a posting machine are 
always arranged to stop the carriage only in the columns actually 
used when posting that run; thus the arrangement of the column 
stops and the writing position of the ledger page is different when 
posting debits from that used when posting credits. This pro- 
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vides a mechanical check to prevent entering debits as credits. 
The adding or subtracting action of the accumulators in each 
column is mechanically controlled at these columns also, so that. 
the items posted are never subtracted when they should be added. 


When machines are used, debits and credits are posted at 
separate runs for three reasons: 


(1) To keep totals from each source separate for check- 
ing purposes; 

(2) To obtain posted totals for making necessary control 
account entries: 

(3) To avoid posting debits in the credits column, or 
vice versa. 


Unit Posting Media 


Machine ledger posting requires loose-leaf ledger equipment, 
having a separate page for each account. The pages ina sales, or 
customers’, ledger naturally are arranged alphabetically or geo- 
graphically, and to save finding time, should be posted in the 
same order. But the entries in the bound journals can not con- 
veniently be arranged to correspond with the ledger order, and 
to post from bound books containing entries not arranged in 
posting order takes too much time and increases the danger of 
omitting an item or posting to the wrong account. Loose-leaf 
posting media are, therefore, used in mechanical accounting. 
Sales are posted from duplicate invoices, cash credits from indi- 
vidual cash remittance slips, returned sales from credit memo- 
randa, and supplementary entries from journal vouchers. Each 
of these papers contains the data for but a single entry, and so 
they are commonly referred to as “‘unit posting media.” 


These unit posting media are used to save time for the machine 
operator in another way. When posting sales, for example, a 
clerk after finding the total of the duplicate invoices, without 
checking this total, places each duplicate so as to project as a 
marker, in front of the customer’s account to which it is to be 
posted in the ledger. When this “‘stuffing” of the ledger is finished, 
a predetermined total of the amounts on the invoices is made 
with sub-totals at places indicated by turning invoices or writing 
sub-totals on slips. If this total agrees with the previous total, 
there is little opportunity for error in misplacing, misreading, 
losing, or overlooking an invoice. However, these two totals, if 
both are made, must correspond before the ledger is ready for 
posting. This stuffing operation serves two purposes: 


(1) Time is saved for the machine operating clerk, as 
he does not have to hunt for the ledger sheets to be 
posted. 
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(2) Two people have compared the names and addresses 
on the invoices with the names and addresses on the 
ledger sheets, to prevent errors in posting to the 
wrong account. 


The clerk who stuffs the ledger can also head any ledger 
sheets needed for new accounts or second pages. 


How Mechanical Posting Saves Time 


A study of this explanation of sales ledger posting shows why 
mechanical posting is more accurate than hand posting. ‘The 
three common errors in posting have been checked: 


(1) The machine total of items posted shows that 
the correct amounts have been posted. 

(2) The machine set-up has prevented any confusion in 
posting debits or credits as such. 

(8) Two clerks have compared each posting medium with 
each ledger heading to prevent posting to the wrong 
account. 


The increased accuracy thus obtained more than offsets the 
loss of time involved in using the loose-leaf equipment. 


Operations Required in Machine Posting 


In machine posting, the following operations in handling 
the loose-leaf pages must be performed: 


(1) The proper page or account must be found; 

(2) The page must be removed from the binder, in- 
serted in the machine, and fed to the proper writing 
point; 

(8) The item to be posted must be copied; 

(4) The page must be removed from the machine and 
replaced in the binder. As most postings consist of 
but a single item to an account at a time, it is obvious 
that the time consumed in actually copying or post- 
ing the item is small when compared with the time 
used in handling the ledger sheet. Hand posting ina 
bound book is quicker than machine postings, for 
there is less time consumed in handling the ledger 
pages. But the daily mechanical proof of accuracy 
possible with a machine means time saved at the 
end of the month, as all errors in posting amounts 
can be found on the day they are made. There is no 
necessity for waiting until the monthly Trial Balance 
to see if any errors have been made and no hunting 
through a whole month’s posting to find those made. 
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QUESTIONS FOR CLASS DISCUSSION 


fan yo 


Why must a presentation of mechanical accounting include 
accounting practices, office management and routine, as well as 
machine operations? 


= yas 
Define each of the following terms: listing, shifting, pre- 
determined total, posting medium, unit posting media, posting 


run, binder, heading Jedger sheet, pick-up, control account, jour- 
nal vouchers. 


Sty spares 
What are the three common errors in posting? How are 
these errors guarded against when accounting machines are used? 
th fue 
If an operator is reauired for an accounting machine, how can 
the machine be a means of saving salaries? 
a pees 


If an extra clerk to run predetermined totals, stuff, and help 
check is needed for every three operators, how can the machines 
result in a saving? 

eG 

Should an extra clerk be used for the auxiliary work? Why 

not let the operators do this work themselves? 


San jm 


Is a saving in labor cost the only advantage of using an ac- 
counting machine? 
re Se 


If all errors are not prevented when using a machine, why 
use a machine at all? 
= Oees 


Must there be a separate ledger sheet for each account opened? 
eT (ee 


Why should an adding machine list made by one person be 
checked by another? 
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ant es 
Why should all adding machine lists be checked? 


Mee, ye 
Explain what could cause a difference between a predeter- 
mined total and the posting total. 
ee yoga 


Many firms check cash remittances against the ledger bal- 
ances to check correctness of a remittance, such as mistakes in 
taking discount, or gross of an invoice. This checking should be 
done before the posting of these items is done. When and how 
can this work be best done? 


Ee eee 


What is done with the duplicate invoices after the posting 
is completed? 
ey Wes 


Name the major classes of machines which are used in account- 
ing work. 
ee | Gee 


State the purposes for which machines may be used. 


Barat Vip ae 
In connection with the preparation of what accounting 
records are machines used most extensively? 
ey (ogee 


_ What benefit is derived from the use of unit posting media? 
Give illustrations. 


Baas ea 


State the operations which must be performed in posting to 
ledger records when machines are used. 


Since these operations are more than are involved in hand 
posting, why are machines used? 


CHAPTER LXXIII 
MECHANICAL ACCOUNTING (Concluded) 


Balance Ledger Posting 


In many offices the balance of each customer’s account is 
examined so often by the credit department, and others, that to 
have the balance computed each time a posting is made is con- 
sidered worth while. Figuring such balances involves only adding 
and subtracting, so that accounting machines are especially 
suited to this kind of work. The posting process in this work 
requires that the new item posted be added to or subtracted 
from the old balance, according as the item is a debit or credit, 
and as the old balance is a debit or credit balance. 


The accompanying illustration (Illustration No. 189) of a sales 
ledger page, with extended balance column as posted on a ma- 
chine, is worth detailed study. On January 1, there was a debit 
balance of $45.07 shown in the “‘Balance”’ column. On January 
3, a debit item of $8.92 was to be entered. To do this the machine 
operator inserted the ledger sheet in the machine and fed it to the 
correct writing point. Then he copied the old balance shown in 
the ‘‘Balance’”’ column, the machine printing in the ‘Proof’ 
column the amount set up, and retaining the amount in its 
accumulator. The ledger sheet was then automatically moved 
so that the ‘‘Debits’” column was under the printing mechanism 


vs ) 


SHEET NO, 1 


Illustration No. 189, § 


HHL 


RATING Fair NAME Jos. Howat 
TERMS 30 days net ADDRESS 520 Arch Street 
100.00 
—— 
PROOF OATE MEMO, OEFBITS ¥ DATE MEMO. CREOITS v BALANCE 
— —H 7 
BROUGHT FORWARD yan | 4 45.07 
45.07 | 3 B.92\~% 53.99% 
53.99 ||N 7 34.01|~ 88.00% 
88.00 JAN 4 8 CSH 4417-|V 43.83% 
43.83 Jani 9 C/M 176-\v 42.07% 
42.07 YAN 2 1 CSH 42.07-\- O0x% 
AN 2 S 29.80 29.80% 
29.80 ||van28 ve P55 37.35% 
3:7,.5/5, JAN 2 6 RET 37.93- 58cB 
5e-||\rea 2 4510 44.52% 
44.52 Fee 4 0 CSH 7552) 36.97% 
se ead li eat eats een ss begga 


ales Ledger Sheet 
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and the debit item was copied. This was automatically printed 
and added to the old balance by the machine. The ledger sheet 
was then automatically moved so the “Balance”? column was 
under the printing mechanism and the new balance written. 
Writing the new balance left the balance totaling mechanism 
clear for balancing the next account. After removing this ledger 
sheet, the operator took the next one to be posted, and so on 
for that day’s run. On January 7, this operation was repeated 
on this sheet, using the proper amounts when the debit of $34.01 
was posted. 

On January 18 a cash credit of $44.17 was posted. This time, 
after the old balance had been picked up and printed in the 
“Proof”? column, the carriage was automatically shifted to the 
“Credits’’ column and the amount of the credit copied. This 
amount was mechanically subtracted from the old balance 
already in the accumulator and the difference was written as the 
new balance in the “Balance”? column. Later in the day when 
credit memoranda were posted, another credit entry of $1.76 was 
posted to this account. 


The payment of January 21 balanced the account, the ‘“Bal- 
ance’ column showing no balance. The amount of the return 
credited on January 28 was larger than the old debit balance, 
and a credit balance resulted. The credit balance is indicated by 
the letters “C.B.”’ written immediately after it. On February 
2, when a debit of $45.10 was to be posted, the old credit balance 
was picked up as a subtract quantity and the new balance then 
represented the difference between the two amounts. 


Proving Balance Ledger Posting 


A review of the operations performed in posting when ex- 
tending all balances, shows that two copying operations were 
necessary : 


(1) Copying the old balances from the ledger sheets. 
(2) Copying’ the amounts to be posted. 


Proving the accuracy of both of these copying operations is 
necessary as both amounts affect the new balances as calculated 
and written. In the preceding chapter it has been explained that 
the accuracy in copying the amounts posted, can be proved by 
obtaining a predetermined total of these items from the unit 
posting media or record of original entry from which they are 
posted, and comparing this predetermined total with the total 
shown by the posting machine after the items are entered in it. 
The same method may be used in proving the accuracy in copy- 
ing the old balance. A predetermined total is obtained by listing 
and adding the old balances, as shown by the ledger record, and 
comparing this predetermined total with the total shown by the 
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Name GEO S HOFFMAN CO ACCOUNT NO. 1 


__AOORESS 171 BROADWAY NEW YORK CITY LeoceER A TO K 


DEC 1/BROUGHT FOR'D 
MODSE 


Illustration No. 190, Sales Ledger Sheet 


machine after the old balances have been entered in it. This is 
the method commonly used. 


The modified typewriting machines with their multiple 
accumulators readily total the items posted and the old balances 
picked up, while the master, or cross-footing, accumulator com- 
putes the new balances for each account. Sub-total readings of 
items posted or old balances picked up can be compared at any 
time. 


Several ingenious methods have been devised to save the labor 
of totaling the old balances picked up, but none of them are so 
reliable as the predetermined total method. Some machines are 
equipped with a totalizer for adding the new balances as written, 
as well as the items posted and the old balances picked up. How- 
ever, this affords no check upon the accuracy of picking up the 
old balance. The total of the new balances as copied, it is true, is 
equal to the sum of the amounts in the old balance and the debit 
registers, but that does not show that the sum in the old balance 
register is correct. This method does not prove the old balances 
were copied correctly, but only that the cross-footing mechanism 
was added correctly. 


The accompanying form (Illustration No. 190) shows a ledger 
page on which the old balance was picked up and written twice, 
once as a “Proving Balance” and once as an “‘Old Balance.”’ The 
two registers totaling these columns should show identical totals 
when the posting to each account is completed. This method 
assumes that the same error in reading or writing the old bal- 
ances will not be repeated, even though the two copyings occur 
within a few seconds of each other. Writing the figures which 
intervene between the two copyings is expected to obliterate any 
tendency to repeat the same error. Of course, the second copy- 
ing must be done from the “Balance’”’ column, and not from the 
figures just written. The two copies of the old balance are always 
on the same sheet for comparison and checking purposes. Obvi- 
ously, if the same error is made in both pick-ups, this method will 
not detect the error. Further, it represents no saving of time 
over the predetermined total methods. 
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sion total of the items posted is run and submitted to the head 
bookkeeper. This total should agree with the division total pre- 
viously reported to him, and thus he knows whether the posting 
was correct or whether an error has been made. The division 
control sheet is not posted until the head bookkeeper accepts the 
total submitted as correct. 

The methods of nandling credit postings and controlling them 
are identical with those for handling debit postings. The batch 
total of cash remittance slips probably accompanies the slips, 
though usually the bookkeeping department chooses to run its 
own total of all items sent in. The subdivision of these batches 
into binder sections and the succeeding operations are identical, 
whether cash, returned sales, purchase invoices, returned pur- 
chases, or remittances are to be posted. 

If the ledgers are arranged upon a geographical basis, then 
the sorting is on this same basis, though the auditing or sales 
department has probably done this work; but the control figures 
are obtained in the same way and the head bookkeeper has an 
independently derived total to check against the reports from 
the machine operators. In some offices the head bookkeeper 
chooses to hold the totals for each binder. In that case the indi- 
vidual binder control sheet is not posted until the total has been 
accepted by the head bookkeeper, for the figures he holds are not 
usually given to the machine operators. 


The predetermined totals in some offices are run upon an 
ordinary adding machine tape, but such tapes are not usually 
labeled and are not convenient for handling or storing. A better 
plan is to run all amounts which may enter into the posting upon 
sheets which can be kept until any necessary checking has been 
done. When such sheets are used, the proof runs are made beside 
the predetermined runs to simplify checking. 


Statistical Analysis 


In modern business management it has been found desirable 
to have statistical data to use as a basis for judging past opera- 
tions and for planning future operations. To obtain this data in 
the desired form, it is necessary to collect, classify and summarize 
- information. In recent years it has been found to be economical 
to use machines for this purpose. The most widely used of these 
machines are known as tabulating machines. In the following 
discussion one type of tabulating machine will be discussed. 


Equipment Necessary for Tabulating Work 


_ To perform tabulating work it is necessary to have the follow- 
ing: (1) tabulating card, (2) key punch, (3) sorter, (4) tabulator. 
Each of these will be discussed briefly. 
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Tabulating Card 


The tabulating card can be ruled to show a variety of infor- 
mation. A tabulating card ruled to use in making a classification 
of sales would contain columnar headings showing the different 
classes of information with reference to sales which it is desired 
to obtain. The method of showing the analysis within each class 
is explained in the discussion of the next topic. 


The tabulating card must be of uniform size, but it can be 
ruled in a variety of ways so as to show the particular information 
desired with reference to the analysis for which it is used. 


Bil No, Bele Sales: Stete} Town mer] Com. | Account Quantity one} freien 
2@ J@ 20/0) 0 0 0 0/@0)0 O}0 O/@ 0 O}0 0[0 0/0 0 0/@@10 0 O/0@|@0 0/0@|@0 0 O1@e@|0 
1111/211]1 1@ 11/1111 1]1@]117/1111 tle@t @ijriijiijiett 
D2 
22/2222 
3 3/3113 @ 33/3333 
eceene bd oz 


4 4{ahal 4 4414444 
5515 515 5/5 5 5l@5|slels 5@ 5 5 @5/5555 

ee eich co oe (G.0 Ce1e S166 81616121016: 2.6/6 61S oe Be eS38:8 
7 7\7 717 7\7 7 7\7@ \7|7|7 77 7717 7 717 7|7 7@7 

8 siaiisisis 8 8@ Bia 8/8 e/a 8|8 8 8\8 slajals a s 8 8/8 8 8|8 8/8 8 8@ 

9 slglisisis 9 9 g@l9 slo 919 919 9 919 gisigia 9 9l9 919 9 919 919 9 gl9 slg 99 ala aly 


Illustration No. 192, Tabulating Card 


The Key Punch 


The information desired on the tabulating card is recorded by 
placing the card in a key punch, and punching in each column 
the numbers which designate the information to be recorded. 
For instance, it may be desired to show that the sale which is being 
recorded was made by James Brown to whom has been assigned 
the number ‘‘42.”’ In this case, ‘“42’’ will be punched in the 
column headed “‘salesman.”’ In the same manner in each column 
the numbers will be punched which refer to the item of informa- 
tion which it is desired to record. The information recorded on 
the cards can be obtained from invoices or any other voucher or 
record which provides the necessary data. 


The Sorter 


As the ecards are punched, they are filed. At the end of the 
period of time for which the data are being collected, usually 
one month, the cards are run through a sorter. The cards are 
fed into the sorter by the operator and it sorts them according 
to one of the classifications shown by the columnar headings on 
the cards. For example, the machine may be set to sort the cards 
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by salesmen. In this case the cards will be assembled by sales- 
men so that when the process is completed all the cards showing 
sales by each respective salesman will be in a separate group. 
For example, the cards which have been punched to show ‘‘42,”’ 
the number of James Brown, will be in one group and the cards 
which have been punched to show ‘‘25,”’ the number of Henry 
Jones, will be in another group, etc. 


The Tabulator 


After the cards are sorted, they are run through the tabulator 
and the total of each group obtained. To illustrate, if they have 
been sorted by salesmen, they will be run through the tabulator 
to determine the sales of each salesman. In the same manner, 
they are sorted and tabulated for each class of information shown 
by the columnar headings on the tabulating card. 


Analyses for Which Tabulating Machines Are Used 


Some of the most important analyses made by tabulating 
machines are: Sales, Purchases, Labor, Materials, Production, 
Sales Possibilities, Inventory, Expense. The uses for tabulating 
equipment, however, are almost infinite. 


Advantages of Tabulating Equipment 


The advantages derived from the use of tabulating equip- 
ment are (1) accuracy, (2) speed, (8) economy. 


The only chance for error in the tabulating process is in the 
punching of the cards. This is a comparatively simple process 
and an efficient operator rarely makes errors. Much greater 
accuracy can be obtained, therefore, by the use of the machine 
than when tabulating work is done by hand. 


Speed is essentially a vital factor in securing important data, 
for if figures are not available for use when desired, their value is 
greatly diminished. Statistics can be classified and summarized 
much more rapidly by machines than by hand. The sorting 
machine separates punched holes at the rate of 250 cards per 
minute, and the tabulator adds from one to five amounts at the 
rate of 150 per minute for each counter, or an aggregate of 750 
amounts per minute for all counters combined. 


Good business demands economy. Lost time is an expense. 
Tabulating machines not only facilitate the gathering of informa- 
tion, but gather it at a minimum of cost. Time studies have 
shown that whenever more than two classifications of information 
is desired, it is more rapid and economical to use tabulating 
equipment. This is on the assumption that a sufficient quantity 
of work is to be handled to prevent the overhead charges involved 
in the use of machines from being excessive. 
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QUESTIONS FOR CLASS DISCUSSION 


ype 
Explain the meaning of “balance ledger’ posting. 


Does 
Why is the “‘balance ledger’’ desirable? 


ee 


Assuming figures, illustrate how such a ledger operates. 


eae 


In what ways may errors occur in balance ledger posting? 


shag’ We 
Explain the methods which may be employed to detect each 
of these errors. 
ae 
What objection may be offered to the “predetermined ian 


of old balances check’’ as a means of determining the accuracy 
of the pick-up of the old balances. 


a eae 


Explain the organization of the accounts receivable records 
where there are several thousand accounts receivable accounts. 


Ean aens 
What control is necessary to exercise an effective check over 
such an organization? 
Sj 
Explain how an effective control may be exercised over the 


various vouchers which are received by the Accounts Receivable 
Section from the various other departments and sections. 


Bea 


In what ways may the accounts in the accounts receivable 
ledgers be classified? 
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ChE 


Explain how these methods may be combined. 


What objections may be offered to running the predetermined 
totals on adding machine tape? 


Sa ee 


In what way does the head bookkeeper obtain the entries for 
posting to the Accounts Receivable account in the general ledger? 


Why are tabulating machines desirable? 


See 
Explain the use of the following: tabulating card, key punch, 
sorter, tabulator. 
Gee 
When are the tabulating cards punched? How is the informa- 
tion obtained which is recorded on the card? 


eee 
State a number of purposes for which tabulating equipment 
may be used. 
ate 
Explain possible analyses which may be made of the following 
by use of tabulating equipment: 
1. Purchases. 
2. Sales. 


3. Inventory 
4. Expenses. 


23, $ 10 = 


State the advantages derived from the use of tabulating 
equipment. 
Sut Oi) aa 


State when its use may not be desirable. 


CHAPTER LXXIV 
THE PERIODIC SUMMARY 


Purpose of the Periodic Summary 


_ In the preceding chapters considerable attention has been 
given to the preparation and interpretation of financial reports 
for the use of the executives of a business. Although these re- 
ports may be made in various forms, they all can be classified 
as one of two kinds: (a) those which show the financial condi- 
tion of the business at a specific time, and (b) those which show 
the results of the operations of the business for a specific period 
of time. To make possible the preparation of these reports it is 
necessary to divide the life of the business into periods of time, 
known as fiscal periods, and to make the records from which the 
reports are prepared show this division. ‘This necessitates that 
at the end of each fiscal period the records be adjusted to show 
the true financial condition of the business at that time, and 
that a summary of the period’s operations be made in such form 
as to separate these operations from those of the next period. 


Periodic Adjustment of the Accounts 


At the end of any fiscal period, there are always facts concern- 
ing the financial status of the business which have not been 
recorded in the ledger accounts, but which must, nevertheless, 
be considered if the financial reports are to be complete and 
accurate in their showing. Thus some of the assets may be worth 
less than the value at which they appear on the books. There 
may be certain items which really exist as assets of the business, 
but which have not been entered on the books, since no trans- 
action has arisen to cause such entries to be made. In the same 
way, liabilities may have arisen which have not yet been repre- 
sented by a voucher and which have, therefore, not been recorded. 
Income may have been earned or expense incurred without giving 
rise to an entry; or there may be items standing on the books 
as expense which are not properly chargeable against the earnings 
of the current fiscal period. Sometimes, also, credits are entered 
on the books for income which is not properly to be considered 
as an earning of the current fiscal period. 


1127 
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A correct statement of the financial condition and the result 
of the operations of the period requires that such facts, so far 
as they can be ascertained, be recognized and recorded. The 
items of this kind which must usually be considered may be 
classified as follows: 


(1) Loss on bad debts 

(2) Depreciation of fixed assets 
(8) Accrued income 

(4) Accrued expense 

(5) Deferred charges to expense 
(6) Deferred credits to income 


It is assumed that the student is to some extent familiar with 
the nature of these items and the method of recording them. 
Their proper record is regarded as of sufficient importance, how- 
ever, to be worthy of a brief review. 


Loss on Bad Debts 


The estimated loss on bad debts is shown on the Balance 
Sheet as a deduction from Accounts Receivable. It is shown on 
the Statement of Profit and Loss as an administrative expense. 
It is recorded by means of a journal entry which debits Loss on 
Bad Debts and credits Reserve for Bad Debts. 


In estimating the amount of the reserve for bad debts, resort 
must be had to the statistics of previous periods. Two methods 
may be followed in making this estimate. By the first method, 
the ratio of the bad debts of previous periods to the sales of these 
periods is obtained, and this ratio is applied to the sales of the 
current period to estimate the probable bad debts which will arise 
as a result of the sales of this period. By the second method, the 
ratio of the bad debts of previous periods to the accounts receiv- 
able outstanding at the beginning of the period is obtained, and 
this ratio is applied to the accounts receivable outstanding at the 
time of calculation of the present allowance. Either method is 
usually satisfactory if followed consistently, but the former 
method is usually preferable, for it is most convenient to have 
all items which are to be deducted from gross income shown as 
a percentage of gross sales. This facilitates the presentation of 
comparative data. 


It must be understood that there may be conditions under 
which statistics of past periods may not be satisfactory in esti- 
mating the loss on bad debts which will arise during the next 
period. In some cases it is necessary to consider each customer’s 
account separately and arrive at a conclusion concerning the 
probable loss, if any, which may be incurred in its collection. 
By this means the total probable loss is estimated and recorded 
as the anticipated loss on bad debts. 


Ch. 74] THE PERIODIC SUMMARY 1129 


Depreciation on Fixed Assets 


Depreciation on a fixed asset is shown on the Balance Sheet 
as a deduction from the asset. It is shown on the Statement of 
Profit and Loss as an expense of the department using the prop- 
erty on which the depreciation has occurred. It is recorded 
at the end of the fiscal period by means of a journal entry which 
debits the departmental expense account to which it is chargeable 
and credits the Reserve for Depreciation account maintained 
with the asset on which the depreciation is calculated. The 
method of calculating depreciation and the operation of the 
pore for Depreciation account has been explained in Chapter 


Accrued Income 


To state correctly the income of a given fiscal period, all the 
income which has been earned by the business during the period 
must be included in the statement. Income may be earned during 
one period which does not become due and payable until some 
time which falls in a later fiscal period. In the normal course of 
procedure, such items are not entered in the books until they 
become payable, since no voucher arises as a basis of such entry. 
At the end of an accounting period, however, they must be rec- 
ognized and recorded if the income is to be properly apportioned 
between periods. 

An illustration of such income is to be found in the case of 
interest on notes receivable. Thus, if the business accepts a 
customer’s sixty-day note for $1,000.00, with interest at 6%, 
dated December 1, and continues to hold this note until December 
81, the day of closing the books, it is apparent that one month’s 
interest, or $5.00, has been earned during the period just ended. 
On December 31 the claim of the business for this amount should 
be shown on the Balance Sheet as an asset and on the Statement 
of Profit and Loss as an earning of the period. 


If this item of accrued interest is to appear in the financial 
reports, it should also appear in the accounts if the Balance 
Sheet and the Statement of Profit and Loss are to reflect the 
financial facts shown in the accounts. To bring this item into 
the accounts, there must be a debit made to an asset account 
ealled Accrued Interest Receivable, and a credit to the income 
account, Interest on Notes Receivable. 


The foregoing discussion of the treatment of accrued interest 
receivable applies to other items of accrued income. If there are 
a number of such items at the end of a period, it is not necessary 
to carry.a separate account for each kind of income accrued. It 
is usually sufficient to carry a single account with Accrued In- 
come and show the individual items in the explanation column. 
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Accrued Expense 


At the end of each fiscal period, there are usually some services 
which have been received by the business for which payment 
will not be due until some time in the following period. In the 
normal course of business procedure during a fiscal period, no 
entry is made on the books for either the expense or the liability 
until the latter becomes payable or some voucher arises to serve 
as a basis of such entry. The most common example of such an 
accrued expense item is to be found in the pay roll. Assuming 
that wages are paid on Saturday and that the fiscal period ends 
on Wednesday, it is evident that on the date of closing the rec- 
ords the business has incurred as an item of expense the cost of 
three days’ wages, and that this item should be shown on the 
Statement of Profit and Loss as an expense and on the Balance 
Sheet as a liability. 

To enter such items of accrued expense in the accounts, it is 
necessary to make a journal entry by which the appropriate 
expense account is debited and the appropriate lability account 
is credited. In the foregoing illustration, the Salaries account 
of the department in which the employees work will be debited 
and Accrued Wages account will be credited. If there are several 
items of accrued expense, they may all be credited to one account 
entitled Accrued Liabilities, and the individual items shown in 
the explanation column. 

In addition to accrued wages, there are often accrued interest 
and accrued taxes at the end of the fiscal period. If these exist, 
their amount should be ascertained, the appropriate expense 
accounts debited, and the appropriate liability accounts credited. 


Deferred Charges to Expense 


__It very often happens that a business pays in advance for the 
right to receive a certain service or purchases certain kinds of 
supplies in sufficient quantity to last for some time. At the end 
of the fiscal period, the services not yet received or the supplies 
not yet used, should not be charged as an expense of the current 
period, but should be carried forward and treated as an expense 
of the following period. Such items are termed ‘‘Deferred Charges 
to Expense’. Some examples of deferred charges are prepaid 
interest, prepaid insurance, and office supplies remaining on 
hand at the end of a period. 

Such supplies and services unconsumed at the close of the 
fiscal period are shown on the asset side of the Balance Sheet as 
a deferred charge to expense. The used portion is shown on 
the Statement of Profit and Loss as an expense. One of two 
methods may be employed to show these facts in the accounts, 
as discussed on page 1131. 
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(1) Purchases of these supplies and services are debited 
to an asset account. At the end of the fiscal period, 
the used portion is credited to this account and deb- 
ited to an appropriate expense account. 


(2) Purchases of such items are debited to the expense 
account which will be affected by their use. At the 
end of the fiscal period, the wnused portion is credited 
to this account and debited to an asset account. 
Hach item of prepaid expense may be debited to a 
separate asset account—for example, Prepaid Insur- 
ance, Office Supplies on Hand, etc.; or the individual 
items may all be debited to one account with De- 
ferred Charges to Expense. . 


Both methods produce the same result, that is, the unused 
portion of the supplies or services appears in an asset account, 
the balance of which is shown on the Balance Sheet as a deferred 
charge to expense; and the used portion appears in an expense 
account, the balance of which is shown on the Statement of 
Profit and Loss as one of the costs of the period. 


Deferred Credits to Income 


Income is sometimes received during one period which has 
not been earned by the business during that period, but will be 
earned in a following fiscal period. Such items of income are 
known as ‘Deferred Credits to Income’’. Examples of such 
deferred credits are to be found in the case of a publishing firm 
which receives subscriptions to its publications paid in advance 
for a period of time which runs past the end of the current period. 
Another example is the case of a commercial bank which dis- 
counts the note of a customer, deducting in advance the amount 
of the interest which may be charged for a period which runs 
beyond the end of the fiscal period. 


At the end of the fiscal period it is necessary to show the 
earned income as an income of the current period on the State- 
ment of Profit and Loss, and the unearned income as a liability 
on the Balance Sheet. This may be shown in the accounts in 


two ways: 


(1) Income received in advance is credited to a liability 
account, on the theory that a firm is liable to the 
parties from whom the payments have been received 
for the service due them. At the end of the fiscal 
period, the earned portion is debited to this account 
and credited to an appropriate income account. 


(2) Income received in advance is credited to an in- 
come account. At the end of the fiscal period, the 
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unearned portion is debited to this account and cred- 
ited to a liability account. Each item of income 
received in advance may be credited to a separate 
liability account—for example, Unearned Rent Re- 
ceived, Unearned Tuition Received, etc.; or the 
individual items may all be credited to one account 
with Deferred Credits to Income. 


Both methods accomplish the same result, that is, the un- 
earned income received in advance appears in a liability ac- 
count, the balance of which is shown on the Balance Sheet as a 
deferred credit to income; and the earned portion appears in 
an income account, the. balance of which is shown on the State- 
ment of Profit and Loss as one of the incomes of the period. 


Periodic Closing of the Accounts 


After the entries discussed in the foregoing paragraphs have 
been made, the accounts will reflect the financial condition of the 
business as of the date of the entries. It is then necessary to 
close the income and expense accounts that the income and 
expenses of the business for the past period may be clearly sep- 
arated from the income and expenses of the following period. 
To effect this, it is necessary to transfer the balance of each in- 
come and expense account to one or more summary accounts. 


In a manufacturing business all the accounts relating to the 
manufacturing operations will be transferred to the Manufac- 
turing account. The balance of the Manufacturing account will 
show the cost of goods manufactured. This balance may be 
disposed of in two ways. By the first method it will be transferred 
to the debit of the Finished Goods account. This account will 
be debited with the inventory of finished goods at the beginning 
of the period and credited with the inventory of finished goods 
at the end of the period. The balance of the Finished Goods 
account will then show the cost of goods sold and may be trans- 
ferred to a Cost of Sales account, which will then be closed 
into the Trading account, or it may be transferred directly to 
the Trading account. By the second method, the balance of the 
Manufacturing account is transferred directly to the Trading 
account, and this account is debited with the beginning inventory 
of finished goods and credited with the ending inventory. 


Whichever method of closing the Manufacturing account is 
employed, the Trading account shows the cost of goods sold. 
It is then credited with the balance of the Sales account, and the 
balances of all other accounts which show information with ref- 
erence to the trading operations of the business are closed into 
the Trading account. The balance of the Trading account shows 
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the gross profit on sales. This is transferred to the credit of the 
Profit and Loss account. The Profit and Loss account is debited 
with the balance of each of the expense accounts and credited 
with each of the miscellaneous income accounts. The balance of 
this account then shows the net income for the fiscal period. 


In a trading business the Manufacturing account will be 
eliminated and the balance of the account or accounts main- 
tained with purchases will be transferred to the debit of the 
Trading account. The Trading account will be debited with the 
beginning inventory and credited with the ending inventory. The 
remainder of the procedure will be the same as that outlined for 
a manufacturing business. The procedure to be followed by both 
a manufacturing and a trading business is illustrated below: 


A. MANUFACTURING BUSINESS 
MANUFACTURING ACCOUNT! 


DEBIT: CREDIT: 
At the close of each fiscal period: At the close of each fiscal period: 
With goods in process at the With the cost of goods in proc- 
beginning of the period. ess. 
With cost of materials used. The balance shows the cost of 
With cost of direct labor. goods manufactured and is 
With manufacturing expenses transferred to the debit of the 
applicable to the period. Trading account. 


TRADING ACCOUNT 


DEBIT: CREDIT: 

With the inventory of finished With the inventory of finished 
goods at the beginning of the goods at the end of the period. 
period. With the sales for the period. 

With the cost of goods manu- The balance of this account shows 
factured during the period. the gross profit on sales and is 

With sales returns and allowances. transferred to the credit of the 


Profit and Loss account. 


PROFIT AND Loss ACCOUNT 


DEBIT: CREDIT: 

With the balance of each of the With the gross profit on sales. 
expense accounts, such as De- With the balances of all miscella- 
preciation on Office Equipment, neous income accounts. 

Office Salaries, Loss on Bad The balance of this account shows 
Debts, Salesmen’s Salaries, Ad- the net income for the fiscal 
vertising, etc. period. 


‘When a “production order cost system” is in use, a Work in Process 
account will take the place of the Manufacturing account. The closing 
entries to be made under these conditions are explained and illustrated in 
Chapter XLVI. 
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B. TRADING BUSINESS 
TRADING ACCOUNT 


DEBIT: 


With the inventory at the begin- 
ning of the period. 

With the cost of purchases for the 
period. 


With sales returns and sales allow- - 


ances. 
With Freight In on purchases. 


CREDIT: 


With the sales for the period. 

With purchases returns and pur- 
chases allowances. 

With the inventory at the end of 
the period. 

The balance shows the gross profit 
on sales and is transferred to 


the Profit and Loss account. 


PROFIT AND Loss ACCOUNT 


CREDIT: 
With the gross profit on sales. 
With the balances of all miscella- 
neous income accounts. 
The balance of this account shows 
the net income for the fiscal 
period. 


DEBIT: 

With the balance of each of the 
expense accounts, such as De- 
preciation on Office Equipment, 
Office Salaries, Loss on Bad 
Debts, Salesmen’s Salaries, Ad- 
vertising, ete. 


Post-closing Entries 


After the periodic adjusting and closing entries are made, 
certain adjustments are usually made before the entries for the 
next period are posted to the ledger. These adjustments may be 
necessary in connection with (1) accrued income; (2) accrued 
expense; (3) deferred charges to expense; and (4) deferred credits 
toincome. To illustrate the method of making these adjustments, 
the handling of accrued income will be discussed and illustrated. 


Accrued income is recorded by debiting an accrual account 
and crediting the income account to which the income belongs. 
When the income is collected, it should be credited against the 
accrual. Usually the income collected will not be the same as the 
accrual, for it will be for the accrual, plus the income earned 
between the close of the fiscal period and the payment. If the 
accrued income is left in the accrual account, it is necessary when 
the payment of the income is received to allocate the receipt be- 
tween the accrual account and the income account. To avoid 
this, it is customary to transfer the accrual back to the income 
account as soon as the closing entries are completed. To illus- 
trate, a four months’ note for $2,000.00 with interest at 6%, is 
received on November 1. When the books are closed on Decem- 
ber 31, $20.00 of interest has accrued and the following entry 
will be made: 


Accrued Interest Receivable. ........ 20 
interest: Warnede =e 20 
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After the books are closed, this entry will be reversed by the 
following one: 


When the $40.00 interest is received on March 1, the following 
entry will be made: 


ae 


Gashite teres 7 ieee he ae 


| 


INTEREST EARNED 


192 
Mar. 


192 


The Interest Earned account will then appear as follows: 
Jan. | 40 


The balance of $20.00 shows the correct earnings for the year 
in which the interest is received. 

In the same manner and for similar reasons, accrued expenses 
are transferred back to the expense accounts to which they belong. 

If the first method outlined for handling deferred charges to 
expense and deferred credits to income is employed, no post- 
closing adjustments are necessary. If the second method is 
employed, it is necessary to make entries reversing the entries 
made when the deferred charges to expense and deferred credits 
to income accounts were set up. 

The student should be able to determine easily the entries 
necessary to adjust the accrued expense, deferred charges to 
expense, and deferred credits to income accounts by comparing 
this procedure with the detailed procedure given for accrued 
income. If he has any difficulty, he should read Chapter XX XII. 


1 20 il 


Disposition of Net Profit 
The balance of the Profit and Loss account shows the net 
profit for the period. From this profit the following appropria- 
tions may be made: 
(1) Income taxes. 
(2) Proprietorship reserves. 
(38) Dividends. 
The balance, after making these reservations, is carried to 
the Surplus account. 
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Property taxes are operating expenses and must be entered 
before arriving at net income, but income taxes are a levy on 
income and can not be calculated until the net income is deter- 
mined. They must be calculated before proprietorship reserves 
or dividends are considered. After the amount of the income 
taxes are determined, an entry should be made as follows: 


In many cases the estimated income taxes are shown as 
“Reserve for Taxes.”” This is an improper use of the term “Te- 
serve,’ since they constitute a liability and should be so shown, 
When the taxes are paid, Accrued Income Taxes will be debited, 


The meaning of a proprietorship reserve and its distinction 
from a valuation reserve has been explained previously. Valua- 
tion reserves, like reserves for depreciation and bad debts, are 
set up by a debit to expense, but proprietorship reserves repre- 
sent merely appropriated profits and are set up by a debit to 
Profit and Loss. The most frequent of these reserves is Reserve 
for Bond Sinking Fund. Bonds are issued with an agreement 
that a certain amount of profits are to be carried to a Reserve 
for Sinking Fund each year during the life of the bonds. At the 
end of each year, the following entry will be made: 


Profitzand OSs ac) eee een OR eee ren are 
Reserveltor Bonds Sinking Eiri cee ee 


When the bonds are paid, the Reserve for Bond Sinking 
Fund will be transferred to the Surplus account. 


The mortgage under which bonds are issued may provide 
for the setting aside each year of a certain amount of cash which 
is to be used to pay the bonds at maturity. In most cases these 
funds are deposited with a trustee, who holds them for the benefit 
of the bond-holders. The trustee usually invests these funds 
and adds the income thus obtained to the principal. By this 
means the amount of cash to be set aside becomes less each year. 
For example, if $20,000.00 of bonds are issued, payable in twenty 
years, with a provision in the mortgage for their redemption from 
a fund created by yearly installments, it will be necessary to set 
aside $1,000.00 each year if the funds are not to be invested. If 
the funds are invested, however, something less than $1,000.00 
a year can be set aside, since the funds set aside each year will 
bear interest for the remaining years of the life of the bonds. By 
means of tables, known as bond tables, it is easy to calculate the 
amount which must be put in the fund each year. 
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When cash or its equivalent is put into a fund to provide for 
the redemption of bonds, it is termed a bond sinking fund. Some 
times reserves are confused with funds. For example, the Reserve 
for Bond Sinking Fund may be confused with the Bond Sinking 
Fund. If the method of establishing the two are considered, 
there should be no confusion. As previously explained, if a 
mortgage provides for a reserve for sinking fund, the reserve is set 
up by a debit to Profit and Loss, and as credit to the reserve 
account. On the other hand, if the mortgage provides for a 
sinking fund, this is established by the following entry: 


(OET) e Ws sce 4 SOL oe Comme Tee ns 


The bond sinking fund represents cash or its equivalent. It 
is shown on the Balance Sheet as an asset. The reserve represents 
appropriated or specially designated profits or surplus and is 
shown on the Balance Sheet as part of the net worth or proprie- 
torship. If a sinking fund is established, the following entry is 
made when the bonds are paid: 


BondseRay ablemaneed sts teeter) coherent ee 
Bondssinking sHundas eee es le 


This results in the removal of the sinking fund from the 
accounts. 


When dividends are declared, they may be debited to Profit 
and Loss or to Surplus, depending on whether the Profit and Loss 
account is closed before the dividends are declared. If the divi- 
dends:are to be charged against the Profit and Loss account, the 
following entry is made: 


PromiG-anaeliOssre cep en ie es tetera Be ae ae re 
Dividends«eayabless 4. 045 1c 


When the dividends are paid, the entry is: 


Gasht: Weroae testo, ene Sais 


mse emae toMy ek aroers 


The balance of the Profit and Loss account after making pro- 
vision for income taxes, proprietorship reserves, and dividends 
is transferred to the Surplus account by the following entry: 


PrOner ance lCOSS ae ates ie AeA Cae CENT ee MOT 
Stir p luster eee ok te et ere et ee ctinne slat cers 
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QUESTIONS FOR CLASS DISCUSSION 


wsteah 


Explain and illustrate fully the difference between adjusting 
entries and closing entries. 


eats 


What difference, if any, is there between a calendar and a 
fiscal year? Why is the life of a business not measured always 
by the calendar year? 


ay) eed 


The Trial Balance of the Towne & Hanson Company contains, 
among others, the following accounts at the end of the fiscal year: 


Cash Notes Payable 

Accounts Receivable Accounts Payable 

Notes Receivable Bonds Payable 
Merchandise Inventory Reserve for Sinking Fund 
Building Capital Stock 

Land Surplus 

Store Equipment Selling Expense 

Office Equipment General Expense 


What adjustments will probably be necessary before these 
accounts will reflect the true condition of the business? 


ears 


Previous to this time, the Towne & Hanson Company has 
made no provision for the losses arising from bad debts. It is 
decided to make such a provision at the end of the present fiscal 
year. You are requested to determine the amount of this provi- 
sion. Explain how you would proceed. 


pay ae 


On the ledger of the X Company there appears a Depreciation 
account which shows a balance of $3,600.00. An analysis of the 
entries made in this account shows that its balance represents 
the following: (a) Depreciation on Factory Equipment, $2,000.00; 
(b) Depreciation on Building Used for Administrative Offices, 
$800.00; (c) Depreciation on Office Furniture, $400.00; (d) De- 
preciation on Trucks, $400.00. 

_The trucks are used one-half of the time in delivering to the 
railroad station sales made to customers, and the remainder of 
the time in transporting incoming purchases of raw materials. 
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State your objection to the method of recording depreciation 
which is employed by this company, and explain how you would 
proceed to adjust this account to remove your objections. 


ne ee 


You have been employed by the Douglas Mercantile Company 
to supervise the work of the bookkeeper in making the periodical 
summary of its accounts. You find that the company has large 
holdings of interest-bearing notes, stocks and bonds, and that it 
also has property from which it receives rent. Consequently it 
has numerous items of accrued income at the end of the fiscal 
period. How would you instruct the bookkeeper to show these 
in the accounts? 


eed ees 


The bookkeeper objects to the opening of numerous accounts 
with accrued income. Explain how you might meet his objec- 
tion. 


eget 


You find that the Douglas Mercantile Company has taxes 
accrued on its property and merchandise stock to the amount 
of $250.00, and you estimate that the income taxes due from the 
company will amount to $1,500.00. Explain how you would 
instruct the bookkeeper to record each of these items. 


Bios: 


You find that the Douglas Mercantile Company has a large 
stock of wrapping paper, twine, and other supplies of a similar 
nature which have been charged to a Supplies account when 
purchased. An inventory of these supplies shows their value at 
the end of the year to be $3,600.00. The purchases during the 
year as shown by the Supplies account amount to $12,000.00. 
Explain and illustrate two ways in which the Supplies account 
can be adjusted at the time of the periodical closing. 


ead (oe 


The New York Newspaper Company receives subscriptions 
in advance from its subscribers. It credits these to an income 
account, entitled ‘Subscriptions’. Upon examination at the end 
of the fiscal period, you find that the subscribers have received 
but one-half of the service to which they are entitled by the com- 
pany. Explain how you would adjust the Subscription account 
at the time of the periodical closing. 
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a thhete 


Explain fully the accounts which should be employed for sum- 
marizing the expense and income accounts of a manufacturing 
business at the end of the fiscal period, stating for what each 
should be debited and credited, what the balance represents, and 
the disposition of this balance. 


at pee 


Explain fully the accounts which should be employed for sum- 
marizing the expenses and income accounts of a trading business 
at the end of the fiscal period, stating for what each should be 
debited and credited, what the balance represents, and the 
disposition of this balance. 


a oe 


On March 1, the Lloyd-Jones Company receives $60.00 inter- 
est on a four months’ note which the company received from a 
customer on November 1. The fiscal year of the Lloyd-Jones 
Company ends on December 31. Explain how this interest will 
be recorded. 


Sythe 


The net: profits of the Reed-Prentice Company for the year 
1927 are $100,000.00. Explain and illustrate the possible dispo- 
sition of these net profits. 


Bt gee 


The King Manufacturing Company has outstanding $20,000.00 
of twenty-year bonds, which are secured by a mortgage on its 
factory. The mortgage provides that at the end of each fiscal 
period a reserve for sinking fund shall be established equal to 
1/20 of the par value of the bonds. It also provides that an equal 
amount of cash shall be set aside in a sinking fund which is placed 
in the hands of a trustee. Explain the method by which each of 
these is set up in the accounts at the end of the year. 


SG 


At the end of the twenty years the King Company pays the 
bonds mentioned in Question 15. Explain the entries which will 
be made at that time in connection with the bonds, the sinking 
fund, and the reserve for sinking fund. 
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LABORATORY MATERIAL 


Exercise No. 260 


The Trial Balance of the Hyatt Manufacturing Company on 
December 31, 19.., is as follows: 


THE HYATT MANUFACTURING COMPANY 


TRIAL BALANCE, DECEMBER 31, 19.... 


Cash We It eer ais ce eis ya ee 5,000 

IBTISeRiecelva ble a. kt nie nmen irr Rr 7 Ron Ne ORS. pees 4,000 

Bi Spe ayia les pec sortie RSTO ge ioe ute Mee eee 16,000 

ALC SMP nme ee, & nels ee poet) MRE Lh a eae 250,000 

Materials and Supplies Purchased.............. 52,000 

Sundrye Merchandise, Boughte- +4. 4. 45-4: 8,000 

ELUM RACES See eh ite Mee wne near wae keke hie hc 22,000 

Niareacthurin eo Wagesar qeriasmiaains snes. en te 88,000 

Salevolpnawevlateriale ame eh ae poe ee 500 

OMCs alaTicg= Pewee tle wee 5 eee ent ai 6,000)" 

NManuiageturinoeh <penseseee see nite: (ee 15,000 

OMcerExpenses eee er ina ice ce eee cin cere 3,000 

Siellintater LOR ores NESE ns Sera pies Oein CIAO Gg © ones Nero 3,000 

INGMERCISING een ee ey eee ee ete 2,000 

McichtarteabcandmbOwerk sneererins tree ee ree. 3,000 

VeMHOls ACTOR eee eet tre: eee rr ne a cosa 4,000 

Rentromsvorevand Oficess. ase. ee 2,000 

RepansstOomvlachineny a timer ieee ee 1,000 

Welivery HXPeNSeS! © uyactes mere eh ee elem ee 2,000 

hnterestrandeDis comune wars tie tele teins eee cin 800 

COMMISSIONS EAC Pew en eee eels Sai. mice 5,000 

Machinenyer0d pe hOOlS metre arse ny ae ae 150,000 

lehorRNauERS anaGl MD QAOhRA Ges ance o Bowne booed sdk 12,000 

iBookeAXccounts ipeceivables... 20-8 ne sn en 60,000 

BOOksACCOUTESU LAVA DLeler rcs alec see ey 18,000 

HN xpensesiOimincorporationy ya. e..5-. sao 500 

Reserve for Doubtful Accounts................ 500 

SCOCKSRATI OWES Ol C.Suwer sen cur yerteccen aerate crete 20,000 

COO CWIE ieweet hoses ca. cacare tore CROC TRE Ios AER at oe 50,000 

CanitalAs tock trey a a axe whe rensimenns -sscueletntens 200,000 

SUT pl Usa err orc mere aneevelae it cuclatos Suc eo eka 29,300 
513,800 513,800 


Investigation of the records and supporting documents of the 
company discloses the following: 


(1) INVENTORIES: 
(a ew Minitigited: GOOdS 6 sch op. . at cheat cele $10,000 .00 
(bss Work ineProcess «i054. sein ume tin 5,000.00 
(oj: Material and Supplies: 2.74 = 3,000.00 
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There were no inventories of Finished Goods or Work in 
Process at the beginning of the year. There was an inventory of 
Raw Materials of $2,000.00 at the beginning of the year, which 
was charged to the Materials and Supplies Purchased account. 


(2) DEPRECIATION: 


(a) Machinery and Tools....... 20% of book value 
(b) Furniture and Fixtures..... 10% of book value 


(8) Loss ON BAD DEBTs: 
(a) Estimated to be 2% of sales for the year. 


(4) ACCRUALS: 


(a) Interest on Notes Receivable......... $200.00 
(b) Interest on Bonds Owned............ 150.00 
(c) Interest on Notes Payable............ 100.00 
(d)) GEaetory Wages: . cerca eee). 400.00 
(e) “Office Salaries...) ...c see ee eee 200.00 
(f) *SalesSalaries’s.: nine oye eee 500.00 
(\ < COMMISSIONS 4-200 as toemrn te Cees 800 . 00 


(5) STOCKS AND BonDs: 
This item represents: 


(a) Stocks of the Brown Manufacturing Co., $8,000.00 
(b) Bonds of the Jones Mercantile Co., $12,000.00 


INSTRUCTIONS: 1. Construct a Trial Balance for the Hyatt Man- 
ufacturing Company arranging the items in the order in which you think 
they should appear and using the terminology which you think desirable. 


2. Prepare entries to give effect to the foregoing adjustments. 
3. Prepare a Balance Sheet and a Statement of Profit and Loss. 
4. Prepare closing entries. 


5. Set up the ledger accounts which would be required to show the 
periodical summary of the expense and income accounts of the company. 


6. Prepare post-closing entries. 


Exercise No. 261 


The Crawford Manufacturing Company has outstanding 
$100,000.00 twenty-year 6 per cent bonds. Its outstanding stock 
is (a) 6 per cent cumulative preferred, $200,000.00, (b) common, 
$300,000.00. The mortgage under which the bonds are issued 
provides the following: 


(a) That at the end of each fiscal period there shall be 
credited to a Reserve for Bond Sinking Fund an 
amount equal to 5 per cent of the par value of the 
bonds. 

(b) That the same amount of: cash is to be transferred 
to a Sinking Fund to be maintained for the payment 
of the bonds at maturity. 
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The charter of the corporation provides 


(a) That the preferred stock is to receive a 6 per cent 
dividend before the common stock receives any 
dividend. 


(b) That after the common stock receives a 6 per cent 
dividend, the preferred and common stock shares 
equally in the distribution of profits until they each 
receive a total dividend of 9 per cent, after which the 
common stock may receive such further dividends as 
the directors may desire without further participation 
of the preferred. 


The net operating profit of the company for the year is 
$250,000.00. The estimated income taxes for the year are 
$30,000.00. No dividends have been declared on the preferred 
stock for two years. The directors declare the necessary dividends 
on the preferred stock and a 10 per cent dividend on the common. 


INSTRUCTIONS: 1. Make the journal entries to show the distribu- 
tion of the net profits of the year. 


Exercise No. 262 


The Trial Balance of Griffin & ‘Company on December 31, 
19.., is as follows: 
GRIFFIN & COMPANY 


TRIAL BALANCE, DECEMBER 381, 19.... 


(SYA BE) ne, Ao a lg A aI Cd |} 10,000 
NobespReceiwalblen smu ont mr ctr espa seu aes 20,000 
INECOUNtS PR eCelVa DLC ane telat es ere ard a tac: 25,000 
INGtessPavalbleseee Ferrel ts enn, ches se esa. 3,000 
NecoumiseP aya plese mnrrc: aa. ots os aeosareeers rus cree: 14,000 
Mierchandiseshiiventonyre. se cmc atieie a. 55,000 
SEOLOM LO DCLUV MEE ER iex i ener oman errata 40,000 
BOndspeayaple Ow pelO=\ Caren vans... ware 10,000 
Winimaprovedukveal@iistates -eeene ns en eiein. . 6,000 
STORC HEIN UNOS nent nn tenet Se ntR ern shaletsete mae 5,000 
Reserve for Depreciation on Store Fixtures..... 500 
IDYathieray LBKoeh oni cogonauocno sceuuotaudnne 2,500 
Capival’Stockseat seer tence Secesnrat ne used ete 75,000 
SU OL SME ee rao SEN te az. Groisy ne saps ben ose 71,300 
PACU ACLES,. oh a alls ely Tae ROR ey ca Ronee eae in 150,000 
Sas I eee ee oy cs, ars ciiestcot abet ane 152,000 
DISCOLOR ee ern Eels susie Says nee Sena 100 
Rent onpbiall over Store... . pees... see 200 
INGORE. 2s SERRE ge Beer Gtk ON cc Sm oOo ee MES RECTLY crerten 2,00 
MbCCTOS UMM Mest eae ent ors ce is 0 Si ae eee ers 1,000 
Poneman cpliiclite ene mencc a tae di eins Oe crivicur aren eee 400 
Gralleerimes SAENGER, . ee nn de 0 ko eed douomdoonde 5,000 
OmicersmSal Aliccumren Merce oe eres Soest. 4,000 
Generalelx penser vive cain vin woolen seutesie incurs 2,000 

326,100 326,100 
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Supplementary Data 


(1) Merchandise Inventory at close of year, December 31, 
$30,000.00. 


(2) Reserve for Bad Debts, 1% of Accounts Receivable Out- 
standing. 


(3) Depreciation: 
(a) Store Property, 5% of book mere of building. 
(Building represents 34 of value of store property.) 
(b) Store Fixtures, 10% of book value. 
(c) Delivery Equipment, 20% of book value. 


(4) Accruals: 


(a) Interest on Notes Receivable........... $300.00 
(b) Interest on Notes Payable............. 250.00 
(e))! ‘Interestion-Bondses.6 eis & weed eee 200.00 
(dye ‘Salesmen's\ Salaries ni¢ deur, 2.00 eee 180.00 


(5) Discounts: 
An examination of the Discounts account shows 
that it has been debited during the year for $300. 00 
and credited for $400. 00. 


(6) Taxes: 


$30.00 of the amount shown under taxes was paid 
on unimproved real estate, the remainder paid on the 
store property and merchandise stock. 


(7) Bonds Payable: 


The mortgage under which the bonds were issued 
provides that an amount equal to 5% of their par value 
shall be credited to a Reserve for Sinking Fund at the 
end of each fiscal period. 


INSTRUCTIONS: 1. Make the adjusting entries. 
2. Prepare a Balance Sheet. 

3. Prepare a Statement of Profit and Loss. 

4. Make the closing entries. 

5. Make the post-closing entries. 


CHAPTER LXXV 
ORGANIZATION FOR ACCOUNTING CONTROL 


Need for Accounting Organization 


The preceding chapters have emphasized the use of accounting 
information in business management. The management of a 
business necessitates, among other things, the making of plans, 
the formulation of judgments, and the issuing of instructions on 
the procedure to be followed in carrying out these plans and 
judgments. Such plans, judgments, and instructions, to be 
trustworthy, must be based on accurate and comprehensive infor- 
mation, and this information must be obtained in large part from 
the accounting and statistical records of the business. Not only 
must these records be kept, but the information they contain 
must be analyzed, presented and interpreted, if proper judg- 
ments are to be made and proper action taken. That this may 
be accomplished, an organization must be set up on which 
responsibility for its accomplishment can be placed. It is the 
purpose of this chapter to discuss the nature of this organization 
and the method by which it performs its task. 


The Accounting Organization 


The organization for accounting control in any particular 
business must depend to a considerable extent upon the size of 
the business and the nature of its operations. A typical organ- 
ization for a large manufacturing business is shown by Illus- 
tration No. 198. 


In a small business there will not usually be a controller, and 
the executive head of the accounting department may be termed 
the chief accountant, head of the accounting department, or similar 
name. In asmall business there may not be as many sections or 
_ divisions as are indicated by the chart given in Illustration No. 
193, but the duties performed by these sections must be per- 
formed by some one in the accounting department. 


The Duties of the Controller 


The controller is one of the principal executives of the busi- 
ness. He is usually elected by the board of directors, but he 
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reports to the president. In some cases he is appointed by the 
president instead of the board of directors. That his work may 
be effective, he should have the same official rank as the execu- 
tives in charge of sales, production and finance. Otherwise he 
is likely to have difficulty in obtaining the cooperation which is 
necessary for the successful accomplishment of his task. 


The controller should be the final authority on accounting 
methods and procedure, but should not be directly responsible 
for the execution of these procedures. He should be held respon- 
sible for the interpretation of the accounting reports prepared 
and should submit recommendations based on these reports to 
the other executives of the company. He is responsible for the 
use of the accounts rather than for their construction. 


The duties of the controller will vary, depending on the 
organization of the particular business. In some cases, in addi- 
tion to performing the function of controller, he also performs 
the function of chief accountant. In other cases the duties 
ordinarily performed by the chief accountant may be performed 
by an assistant controller. 


Organization of Controller’s Department 


As shown by Illustration No. 198, the controller frequently 
has under his jurisdiction in addition to accounting, auditing, 
budgets, statistics, office management, and methods and pro- 
cedures. We are interested here only in the accounting division 
of hiswork. His relation to auditing and budgets will be discussed 
in subsequent chapters. 


Relation of the Controller to the Chief Accountant 


In general terms, it is the function of the controller to direct, 
and the function of the chief accountant to perform. In pursuance 
of this policy, the controller either outlines the classification of 
accounts and the supporting records which the company is to 
use, or approves those which have been prepared by the chief 
accountant. The chief accountant is responsible for the main- 
tenance of the accounts and records after they have been author- 
ized. The extent to which the controller exercises supervision 
over the work of the chief accountant depends upon the size of 
the corporation and the extent of the duties of the controller. 


The chief accountant is responsible for the preparation of all 
the reports prepared from the accounting records. The controller 
may prescribe what these reports shall be and the form in which 
they are to be prepared, but the chief accountant is responsible 
for their preparation. This includes all the reports which go to 
the various executives, as well as those which go to the board of 
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directors. Usually the chief accountant submits these reports 
to the controller for his approval before they are distributed. In 
some cases the controller maintains a record of all the reports to 
be prepared and of the parties who are to receive each report. 
In this case, the reports are approved by the controller and 
distributed by his office. This affords a central control of the 
distribution of reports. 


ASSISTANT | 
CONTROLLER. 


CONTROLLER| 
AUDITOR 


METHODS 


= OFFICE 
| BUDGETS | s TATIST cs account Pe Le ee eeGs 
GENERAL COST BRANCH peer [ACCOUNTS BILLING 
CO ‘COUNTING CCOUNTING PAYABLE : : 
\SECTION: SECTION A SECTION SECTION SECTION SECTION 


Illustration No. 198, Organization of Controller’s Department 


Chief Accountant 


In every business there is some one who is vested with direct 
executive control of the accounting organization. The executive 
head of the accounting organization is known by various names. 
He may be called “chief accountant”, “head of accounting 
department” or “office manager”. Sometimes the head of the 
accounting division is called the “general auditor.” This is not 
a satisfactory terminology for it is preferable to use the term 
general auditor to describe the party responsible for verifying 
the accuracy of the records. In some cases the controller of the 
company exercises direct and immediate supervision over the 
accounting department. This is not the true function of a con- 
troller, as has been explained in the foregoing discussion. 


The terminology of accounting is not exact, and the titles 
employed to designate those employed in accounting work are 
not standardized. In the present discussion the term chief 
accountant is used to refer to the executive who is responsible 
for the proper keeping of the accounting records and the prepa- 
ration of the necessary financial and statistical reports from 


these records. 
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To perform properly his function, the chief accountant, act- 
ing in cooperation with and under the direction of the controller, 
must accomplish the following: 


(1) Preparation of the reports which are necessary to pre- 
sent the desired information to the executives. The 
preparation of such reports is one of the most impor- 
tant tasks which the chief accountant has to perform. 


(2) Preparation of a classification of accounts which will 
provide for a proper analysis and classification of the 
information to be presented by means of reports to the 
executives. Without such a classification of accounts, 
the collection of accurate and systematized data is 
impossible. 


(8) Preparation of a system of records which will serve as 
posting mediums to the accounts. Without such re- 
cords it is impossible to collect and summarize 
effectively the information contained in the accounts. 


(4) Preparation of standard journal voucher forms which 
will serve as a means of summarizing details and of 
transferring these details from the one who is originally 
responsible for them to the one who is to make a 
summarized record of them. 


The preparation of such reports, accounts, records and vouch- 
ers involves the entire accounting process. In other words, it 
involves the process from the time a transaction is performed 
until the effect of that transaction on the business is presented 
by means of a report to the executives of the company. 


It is customary for the chief accountant, in cooperation with 
the controller, to organize the accounting department into sec- 
tions, to each of which he delegates a certain part of the work 
under his jurisdiction. Typical sections are indicated in the 
outline given in Illustration No. 198. In many cases there are 
additional sections in the accounting department such as the 
payroll section, tabulating section, etc. We have shown in 
Illustration No. 198 those which will typically be found in any 
manufacturing business. Of course a branch accounting section 
is necessary only where a company distributes its product by 
means of branches. The duties of each of these sections will be 
discussed briefly. 


General Accounting Section 


This section is sometimes called the General Ledger Section 
or the Corporation Accounting Section. It usually has control 
of the accounting work outlined on page 1149. 
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(1) The general ledger containing the accounts of the 
general office and controlling accounts for each of the 
branches or divisions of the company. 


(2) The books of record which serve as posting mediums 
to the general ledger. 


(3) The preparation of the periodic financial statements. 


(4) fhe preparation of vouchers for all charges by the 
general office to the branches or other units of the 
company. ‘These charges may be for interest on 
investment of the company in the branch, for the 
branch’s share of the overhead expenses of the 
general office, and similar items. 


Branch Accounting Section 


The branch and intercompany accounting section has con- 
trol of the following: 


(1) The accounting records of each branch which are 
kept at the general office. The extent of these 
records depends upon the method of handling the 
branch accounts. 

(2) The preparation of financial reports for the branches. 
This is on the assumption that the branch ledgers are 
kept at the general office. If not, there is no necessity 
for a branch accounting section, although in a large 
company there may be a section responsible for 
summarizing the reports submitted by the various 
branches. 


Cost Accounting Section 


This section may be called the Works Accounting or the 
Plant Accounting Section. It usually controls the following: 

(1) The cost accounting ledger containing all the accounts 
relating to factory operations. 

(2) The records of original entry which serve as post- 
ing mediums to the cost ledger. 

(3) The detailed cost sheets which show the costs of indi- 
vidual orders or jobs. 

(4) The preparation of the journal vouchers which sum- 
marize the operations for the month for the use of the 
general accounting section. 

(5) The preparation of periodic expense analyses showing 
the departmental expenses of each. of the production 
departments. 
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Accounts Payable Section 

The Accounts Payable Section, which may also be called the 
Vouchers Payable Section or the Auditor of Disbursements Sec- 
tion, has control of the following: 


(1) The vouchering of all invoices payable. 

(2) The maintenance of the vouchers payable record 
which shows the voucher distribution. 

(83) The preparation of checks in payment of the vouchers 
due. 


(4) The maintenance of paid and unpaid voucher files. 
(5) The preparation of the record of cash disbursements. 


(6) The preparation of the journal vouchers which sum- 
marize the voucher distribution of the month for the 
use of the general accounting section. 


Accounts Receivable Section 
The Accounts Receivable Section has control of the following: 


(1) The accounts receivable ledger showing the accounts 
of the customers of the general offices. If the accounts 
receivable of the branches are collected by the general 
office, the accounts receivable section will maintain 
an accounts receivable ledger for each branch. 


(2) The preparation of monthly statements for the use 
of the credit department and for sending to customers. 


Billing Section 
The Billing Section has control of the following: 


(1) The extension of all orders received from customers. 
If a separate pricing section is not maintained, the 
billing section will be required to enter the price on 
the order as well as make the extensions. 


(2) The preparation of all invoices sent to customers or 
to branches. 


The Interrelation of Sections 


It is not intended that the statement of the duties of the 
various sections given in this discussion should be regarded as 
an arbitrary one. It is obvious that each business must organize 
its accounting department to fit its particular needs. The fore- 
going discussion is intended to be suggestive only. The duties 
performed by the various sections are closely related and many 
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of them can easily be shifted from one section to the other with- 
out difficulty. In a small business two or more of these sections 
may be combined. For example, the accounts receivable sec- 
tion and the billing section may be combined into one section. 
In very small companies all of the work outlined in this chap- 
ter may be performed by three or four people and no distinct 
divisions may be recognized. 


It is necessary for some sections to obtain information from 
other sections in order to make their records. For example, the 
general accounting section must receive information from (a) 
the branch accounting section, (b) the cost accounting section, 
(c) the accounts payable section, and (d) the billing section, to 
make its records of original entry. In the same manner the cost 
accounting section must receive information from (a) the accounts 
payable section and (c) the payroll section, to make its records 
of original entry. Itis customary to transfer information between 
sections by means of standard journal vouchers. The form of 
such a voucher is shown in Illustration No. 194. 


JOURNAL VOUCHER 
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Illustration No. 194, Journal Voucher 


These vouchers can be filed in a loose-leaf binder by the 
section to which they are sent and used as posting mediums. 
Each voucher should have a number and a schedule should be 
prepared which shows the date on which it is to be transmitted. 
By this means an effective check can be maintained on the infor- 
mation which is necessary for the original records of each section. 
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QUESTIONS FOR CLASS DISCUSSION 
6 ee 
Explain the relation between a well-organized accounting de- 
partment and efficient business administration. 


fant ee 


The controller is “responsible for the use of the accounts 
rather than for their construction.”’ Explain. 


pak 0 oak 
Explain the relation of the controller to the chief accountant. 


tit 


Classify the duties of the chief accountant in terms of the 
accounting process over which he has jurisdiction. 


ey ian 


The credit manager desires to know the promptness with 
which John Brown, a customer of the company, has paid his 
invoices. To which section of the accounting department will he 
apply for this information? 


ag 


The treasurer desires to know the accounts payable falling 
due during the next week. From which section of the accounting 
department will he seek this information? How will this section 
obtain the information? 


bs ypeme 


The sales manager desires to know the unit cost of certain 
items to use as a basis of quoting prices on these. From which 
section will he request this information? How will this section 
obtain it? 


The X Company decides to transfer the branch ledgers from 
the general office to the branches. What effect will this have on 
the branch accounting section of the accounting department? 
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ee Ge 
The sales manager desires to obtain the following information: 


(a) Sales made by each salesman. 
(b) Sales made in each state. 
(c) Sales made of each commodity. 


How will he obtain this information? 


ew fi) = 


The cashier is responsible for paying the factory employes 
each week. How does he determine the amount due each em- 
ploye? 

alts i 


The treasurer is responsible for signing all checks issued. Who 
is responsible for the preparation of these checks? How does the 
treasurer know that the checks are prepared for the proper 
amount? 

las) se 
How does the general accounting section obtain the following: 
(a) Its record of cash receipts? 
(b) Its record of cash payments? 
(ec) Its record of purchases made? 
(d) Its record of sales made? 


leas (ued 
How does the accounts receivable section obtain the following: 


(a) The charges to each customer’s account? 
(b) The credits to each customer’s account? 


fa, 


Explain and illustrate the relationship between the different 
sections of the accounting department. Explain how informa- 
tion is transferred from one section to another. 
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LABORATORY MATERIAL 


Exercise No. 263 


The Elliott Manufacturing Company has its factory and 
general offices at Chicago, Illinois. It has ten branches located 
in large cities. Its sales amount to $20,000,000 a year. You are 
employed to examine its accounting methods and to recommend 
such improvements as you think are necessary. 


You find that the accounting department has gradually ex- 
panded from the time when the ‘business was small without any 
definite plan or direction. The head of the accounting depart- 
ment has been employed by the company for many years, having 
been promoted from an inferior clerical position in the department. 
Out-of-date methods are employed by the department; there is a 
considerable duplication of work by different members of the 
department; much information of a useless nature is gathered by 
it, and much other information which it should provide is not 
obtained. 


You determine that the following should be done: 


1. A comptroller appointed who will be responsible for the 
accounting and statistical methods and procedures of the company. 


2. That the comptroller should have: 

(a) <A staff of assistants who will make a detailed study 
of the desirable accounting and statistical methods 
which should be adopted and to supervise the in- 
stallation of those which are approved. 

(b) A general auditor who will be the responsible ad- 
ministrative head of the accounting department. 


3. That the accounting department should be organized into 
the following sections: 

(a) General Office Accounting Section. 

(b) Branch Accounting Section. 

(c) Cost Accounting Section. 

(d) Tabulating Section. 

(e) Payroll Section. 

(f) Accounts Payable Section. 

(g) Accounts Receivable Section. 

(h) Billing Section. 

4. That the branch ledgers should be maintained at the 
general office and the records of original entry at the branches. 

INSTRUCTIONS: Write a report to the general manager of the 
company, stating your objections to the present accounting organization 
and methods : and explaining the new organization which you recommended. 


State the duties w hich should be performed by the comptroller, his staff, 
the general auditor and each of the sections of the accounting department. 
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Exercise No. 264 


The following transactions are performed by the Elliott Man- 
ufacturing Company during the month of January: 
1. Sales by branches, $1,500,000.00. 


Customers are invoiced by the branches, goods shipped from 
branch inventories, and collections made by the branches. 


2. Collections on account by branches, $1,230,000.00. 


Hach branch has a working fund of $10,000.00, which is 
replenished by the general office. All collections are 
deposited to the credit of the general office. 


Expenses paid by the branches, $120,000.00. 


Merchandise shipped by the general office to the branches, 
$1,100,000.00. 
All merchandise is billed to the branches at cost. 


5. Auto trucks purchased by the general office for the New 
York branch and paid for by the branch, $2,000.00. 


6. Charged to the branches for the month by the general office 
for interest on investment, $18,000.00. 


7. Charged to the branches by the general office for overhead 
expense at the general office, $10,000.00. 


8. Sales made by the general office as shown by the billings of 
the billing section, $500,000.00. The billing section pre- 
pares invoices in triplicate. One is sent to the customer, 
one to the tabulating section, and one to the accounts 
receivable section. 


9. Factory pay roll for the month, $100,000.00. 


10. Accounts receivable collected by the general office, 
$400,000.00. 


11. Purchases of raw materials by the general office, $300,000.00. 


12. Raw materials requisitioned from stock for use in the fac- 
tory, $350,000.00. 


13. Cost of goods transferred from the factory to the finished 
goods room, $1,200,000.00. 


14. General office expenses, $120.00. A voucher record is main- 
tained by the company. 


15. Machinery purchased by the general office for the factory, 
$25,000.00. 
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16, Accounts payable paid by the general office for the factory, 
$350,000.00. The factary accounts are maintained on the 
general ledger, but the detailed cost accounts are main- 
tained by the cost accounting section. 


INSTRUCTIONS: Explain in writing how each of these transactions 
will be handled hy the Eihett Manufacturing Company, rr the trans. 
action frem its erigin until its effect is shown on the general ledger. In 
your explanation: ; 

(@) State the section af the accounting department which will first 

have to deal with each transaction. 

()) State each section which will be affected by it and the manner 

in which it will be affected, 

(c) State each ledger on which the transaction will be shown, and 

show in journal form the entry te be made on the ledger. 

Each group of transactions, such as sales, purchases, ete, will be re- 
garded as one transaction for the purpose ef this problem. 


CHAPTER LXXVI 
AUDITING 


Relation of Auditing to Accounting 


The preceding chapters have dealt with the construction of 
accounting records and the preparation and interpretation of 
reports prepared from these records. Accounting reports to be 
of value must be accurate, and in the designing and operating of 
accounting records every precaution should be taken to promote 
accuracy and to prevent errors. Experience has shown, however, 
that, regardless of the care exercised, errors are likely to occur. 
To reduce such errors to a minimum and to correct those which 
occur, it is expedient that a periodic verification of the account- 
ing records be made. To prescribe the method and procedure by 
which this verification is to be made is the function of auditing. 
It can be seen, therefore, that accounting deals with the con- 
struction and maintenance of records and reports, while auditing 
deals with their verification. 


Previous chapters have given extensive consideration to the 
work of the accountant. It is the purpose of this chapter and the 
chapter immediately following to consider the work of the auditor. 


The Purpose of an Audit 


The primary purpose of an audit is to verify the accuracy of 
accounting records and reports. In the process of verification 
any errors which may exist must be detected and corrected. 
In fact it is to guard against such errors that the audit is neces- 
sary. The errors which may be found in the accounting records 
and reports may be classified as follows: 


(1) Errors of principle. 
(2) Errors of omission. 
(8) Errors of fraud. 
Usually the most important errors which the auditor finds 
are those due to a failure to follow correct accounting principles. 
Items of expense may be charged to capital accounts; merchan- 


dise inventory may be valued at improper prices; no depreciation 
on fixed assets may have been taken; and credit balances in 
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accounts receivable may not have been classified as liabilities. 
These are but a few illustrations of the many errors which may 
arise from a lack of accounting and business knowledge on the 
part of those responsible for the accounting records. Usually 
the most useful service of the auditor is in the detection and 
correction of such errors so that the accounting records and 
reports will show the correct financial condition of the business. 


Errors of omission are of two kinds: (a) failure to enter a 
transaction, and (b) failure to post. Errors of the first kind are 
difficult to detect unless the auditor makes a detailed audit and 
compares all vouchers with the books of original entry. The 
modern practice is to number the business vouchers of each class 
in consecutive order. For example, the sales invoices, the pur- 
chases invoices, the checks which show disbursements are each 
numbered consecutively. By noting the numbers shown in the 
books of original entry, the auditor can detect the omission of 
any voucher and by this means may detect the failure to make 
necessary entries. If a posting is omitted, this will be reflected 
in the Trial Balance unless both sides of the transaction are 
omitted, in which case the equilibrium of the Trial Balance will 
not be disturbed. 


It is not the purpose of the present discussion to deal with 
the procedure by which the auditor accomplishes his task, but 
only to indicate the nature of this task, and to detect all errors 
of omission is one phase of it. 


Errors of fraud are due to the efforts of an employe or execu- 
tive to state wrongly the financial condition of the business for 
one of two reasons: (a) to hide defalecations on the part of the 
employe or executive, or (b) to mislead those to whom the ac- 
counting reports are to go. If an employe is guilty of theft of 
cash or merchandise, and has access to the accounting records, 
he may seek to hide his theft by falsifying the records. Execu- 
tives of the company may desire to misstate the financial condi- 
tion of the business to mislead the directors and stockholders, 
creditors, prospective purchasers, or governmental agencies. 


It is the duty of the auditor to detect all attempts to state the 
financial condition erroneously. In the early development of 
auditing the detection of fraud was regarded as its chief function, 
but with the modern development of accounting records and the 
improved methods of “internal check,” the possibility of fraud 
has been decreased and the importance of this phase of the 
auditor’s duties has been minimized by comparison. 


Kinds of Audit 


The classes of work which under current practice are performed 
by the auditor are given on page 1159. 
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(a) Balance Sheet Audit 
(b) Detailed Audit 
(c) Investigations 


The purpose of a Balance Sheet audit is to verify the accu- 
racy of the financial condition of the business at a specific time 
as shown by the Balance Sheet prepared as of that date. In 
performing a Balance Sheet audit, the auditor is responsible only 
for the financial condition of the business on the audit date. 
Consequently he is not responsible for the detection of theft or 
fraud which may have been committed, so long as the assets, 
liabilities, and proprietorship are correctly stated. For example, 
hundreds of dollars in the form of cash may have been stolen 
during the year, but the auditor performing a Balance Sheet 
audit is responsible only for seeing that the cash shown on the 
Balance Sheet at the end of the year is actually on hand. Although 
the auditor is not responsible for detecting errors which may have 
occurred during the past, he should assume such responsibility 
to the extent of watching for them in the course of the verifica- 
tion of the assets and liabilities and should bring any he discovers 
to the attention of his client. 


A detailed audit comprises an examination of all the necessary 
records, documents and supporting vouchers of a business organ- 
ization. It contemplates the detection of all errors of principle, 
omission, or fraud which have been committed. 


An investigation comprises the verification of certain facts 
which are needed for some particular purpose. For example, 
it may be desired to ascertain the earnings of a company for a 
certain period of time to serve as a basis for the calculation of 
the goodwill of a business which is being sold. The accuracy of 
the cash records may be desired at the time a cashier or treas- 
urer is resigning or is suspected of a misappropriation of funds. 
The accuracy of the expenditures for repairs may be desired 
for the preparation of an income report to the national govern- 
ment. For various other reasons it may be desirable to know 
the accuracy of certain information, and the auditor may be 
required to do whatever is necessary to establish the accuracy 
of the information which he is asked to verify. 


Responsibility for Auditing 


The foregoing discussion states in a general way the purpose 
of auditing and the duties of the auditor.. Some businesses 
retain a permanent auditing staff which performs the auditing 
function. 

In a small business it is not profitable to maintain an auditor 
permanently, since the volume of operations is too small to 
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occupy his time. In any case it is desirable to have the financial 
statements which are presented to stockholders, merchandise 
creditors, and bankers verified by some disinterested party who 
is not connected in any way with the business: This is accom- 
plished by having an audit performed by a professional auditor 
and accountant. 


The Professional Auditor and Accountant 


The professional auditor and accountant offers his services 
to the public in much the same manner as the physician and law- 
yer offers theirs. One important distinction is that a large part 
of the services of the lawyer, and practically all of the services 
of the physician are rendered to individuals, while the services 
of the auditor and accountant are rendered to business firms. 


In the early development of public accounting, the chief 
function of the public auditor and accountant was to do auditing 
work. For this reason he was termed an auditor. In later years 
his work has broadened until the services he renders are of a 
varied nature. The installation of accounting systems, the 
preparation of income tax returns, the installation of systems of 
budgetary control, the preparation of reports for the use of 
executives, and the giving of counsel and advice with reference 
to business organization and management are some of the impor- 
tant activities in which the present-day accountant participates. 
In performing these worthwhile services, however, he is not act- 
ing in the capacity of an auditor and it is in the work of the audi- 
tor we are now concerned. 


The Certified Public Accountant 


Because of the importance of the work performed by the 
public accountant and the confidential relation he bears to his 
client, it has long been regarded desirable to have some means 
by which the business public could judge his ability. To accom- 
plish this, laws have been passed in all the states of the union, 
providing for the examination and certification of public account- 
ants. In each state there is a Board of Examiners who at least 
yearly give a public examination to those who comply with cer- 
tain requirements. Those who make a satisfactory grade on 
these examinations are granted a certificate which entitles them 
to term themselves Certified Public Accountants. This title 
is usually indicated by writing after the individual’s name the 
letters “C. P. A.” The state laws prohibit any one from terming 
himself a Certified Public Accountant unless he has passed the 
examination prescribed by the state. Some states recognize the 
certificates of other states under certain conditions and permit 
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the holders of these certificates to practice as Certified Public 
Accountants within the state. 


In Canada and England examinations similar to those of the 
United States are given, and the successful applicants are granted 
the title of Chartered Accountant, which is abbreviated to C. A. 
The American Institute of Accountants, a national organization 
of public accountants, gives semi-yearly examinations for admis- 
sion to the Institute, but does not confer degrees. It grades those 
admitted to the Institute as Members and Associate Members, 
depending largely on their experience. 


The qualifications required for the C. P. A. certificate differ 
in the various states. In most states the applicant must be a 
high school graduate or its equivalent and must have had three 
years’ experience in accounting work. In some states accounting 
work in a private firm will be accepted in lieu of part of the 
experience requirement, while in others all the experience must 
be in the office of a public accountant. The requirements vary 
to such an extent that only their general nature can be stated. 
Reference must be made to the laws of each particular state for 
details. 


Auditing Procedure 


It is beyond the province of this discussion to treat of the 
procedure and methods by which an auditor accomplishes his 
task. The primary purpose of this discussion is to point out the 
nature and importance of the auditor’s work. For a discussion 
of auditing procedure and methods the student is referred to any 
of the standard manuals on auditing, such as Montgomery’s 
“Auditing Procedure’, Wildman’s “‘Principles of Auditing’’; and 
Bell’s ‘‘Auditing’’. 


The Auditor’s Report 


Although it is not deemed expedient to treat of auditing pro- 
cedure in this discussion, it is thought worth while to explain 
briefly the nature of the report the auditor submits to his client. 
Although the majority of those who study this text will not 
engage in the public practice of accounting, and therefore will 
not be called upon to do auditing work, most of them will some- 
time have occasion to use the auditor’s report. 


The content of the auditor’s report will depend to a consider- 
able degree upon whether he has performed a Balance Sheet 
audit, a detailed audit, or a special investigation. If the report 
covers a Balance Sheet audit, it will contain a Balance Sheet 
with such accompanying comments as are deemed necessary. 
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If it covers a detailed audit, it will contain a Balance Sheet, a 
Statement of Profit and Loss, and the necessary comments. If 
it covers an investigation, it will contain the statements necessary 
to present the information desired as a result of the investigation 
with appropriate comments. 


Accountants do not agree as to the extent of the comments 
the report should contain. The early practice was to make these 
comments very limited or to eliminate them entirely. The pres- 
ent tendency is to increase their number and scope. Some 
accountants comment upon each item on the Balance Sheet and 
the Statement of Profit and Loss, explaining the method employed 
to verify it and anything unusual with reference to it. Sugges- 
tions for improvement in the method of handling some items may 
be included. Other accountants confine their comments to those 
items about which there is something unusual or with reference 
to which the accountant has some doubt. 


It is contended by some accountants that the report may be 
desired for public use—for example, submission to banks or other 
creditors—and therefore it is better to place in a separate report 
all comments and suggestions which are not necessary to the 
proper interpretation of the financial statements. There is con- 
siderable merit in this contention. The important point from the 
point of view of the author is that the auditor should feel that it 
is a part of his responsibility to offer all suggestions possible 
which may be helpful to his client or his staff. He should use 
judgment in making these suggestions and should not offer them 
in a critical or offensive way. By this means he can increase the 
esteem in which he is held by his client and consequently benefit 
both his client and himself. 


The Auditor’s Certificate 


It is customary for the auditor to incorporate a statement 
in his report which certifies to the corrections of the financial 
statements contained init. If the auditor has been able to satisfy 
himself as to the correctness of all the items on the statements, 
he should give an unqualified certificate in a form similar to the 
following: 


I have audited the accounts of the X Company for the year 
ended December 31, 19.., and 

I certify that the above Balance Sheet is, in my opinion, a true 
statement of the financial condition of X Company at December 31, 
19..., and that the accompanying Statement of Profit and Loss is 
a true statement of the operations of the company for the year 


ended on that date. 
JAMES BROWN, 
Certified Public Accountant 
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In some cases the auditor is unable or finds it inexpedient to 
verify all the items on the financial statement and accepts the 
statements of others that they are correct. In this case he may 
qualify his statement by explaining the basis on which he makes 
his certificate. For example, the auditor may be asked to audit 
the accounts of a manufacturing firm as of December 31, and he 
may begin his audit on January 15. Theinventories have changed 
since December 31, and consequently he can not by physical 
count verify the quantity which the inventory record shows as 
of that date. He may content himself with accepting a state- 
ment of the factory manager certifying to their accuracy after 
investigating and finding that the general method of taking the 
inventory is proper. Under such circumstances his certificate 
may be as follows: 


I have audited the accounts of the X Company for the year 
ended December 31, 19.... The inventories of raw materials, work 
in process, and finished goods were accepted as to quantities at the 
amounts stated by the factory manager. I have verified the price 
extensions and footings of the inventories. 


With the foregoing qualification, I certify that in my opinion 
the accompanying Balance Sheet as of December 31, 19..., and the 
Statement of Profit and Loss for the year ended that date are correct. 

JAMES BROWN, 
Certified Public Accountant 


Accountants differ as to when a qualified certificate should be 
given. Some would not introduce a qualification in the foregoing 
case on the theory that it is generally understood that the account- 
ant does not verify the physical quantity of the inventory. It is 
thought, however, that frankness between the accountant and 
those who may use his reports is very desirable. It can do no 
harm to state the facts fully so all those to whom the report may 
come will know exactly what the accountant has done to insure 
the accuracy of the statements it contains. 
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QUESTIONS FOR CLASS DISCUSSION 


ee 


Explain the relation of auditing to accounting. 


=) ee 
Explain and illustrate concretely the purpose of an audit. 


cn a Se 


Explain the purpose of: (a) Balance Sheet Audit. (b) De- 
tailed Audit. (c) Investigations. State conditions under which 
each is desirable. 


ot see 
“Some businesses retain a permanent auditing staff which 
performs the auditing function.’”’ Why do not all businesses 
follow this practice? 
re gr 


Compare the work performed by the public accountant of 
today with that performed by the public auditor in the early 
development of the accounting profession. 


eany yh 2 


James Smith writes his name, James Smith, C.P.A. John 
O’Brien writes his name, John O’Brien, C. A. Explain. 


ty (es 


Explain the purpose and content of the auditor’s report. Has 
there been any change in this report during recent years? 


ee 
Explain the purpose and content of the auditor’s certificate. 


—— jes 


Explain the difference between a qualified and an unqualified 
certificate, and illustrate when each may be given. 
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LABORATORY MATERIAL 


Exercise No. 265 


Mr. H. G. Moulton, President of the Moulton Manufacturing 
Company, desires to have a yearly audit made for his company. 
The directors of the company doubt if the services received from 
an audit are worth the expenditure. Mr. Moulton requests you 
to prepare a statement with reference to the advantages of an 
audit which he can submit to his directors. 

INSTRUCTIONS: Prepare the statement requested by Mr. Moulton, 
explaining: 

(a) The purpose of an audit in general. 

(b) The nature of both a Balance Sheet audit and a detailed audit. 

(c) The advantages to be obtained from each kind of audit. 


Exercise No. 266 


After discussing your report to Mr. Moulton, the directors of 
the company authorize him to employ you to perform an audit 
of records of the company for the year ending December 31, 19... 
In the course of your audit you discover the following: 


(1) Some items in the inventory of December 31 have been 
taken at cost when the market price was lower than cost. Other 
items have been taken at market value when it was higher than 
cost. You find that if all items in the inventory are taken at 
cost or market price, whichever is the lower, the total value of 
the inventory is $8,000.00 less than that shown on the books. 


(2) Accrued wages to the amount of $1,200.00 have not been 
entered on the books. 


(3) On July 1 $500.00 was paid for two years’ insurance on 
the factory and equipment. The total of the premium has been 
treated as an expense of the year just ended. 


(4) The cost of repairing and repainting the factory build- 
ing, amounting to $3,000.00, has been charged to the Building 
account. 


(5) No provision has been made for the income taxes for 
the following year. You estimate these to be $12,000.00. 


(6) Accrued interest on notes receivable amounting to 
$400.00, and accrued interest on bonds owned for the same 
amount has not been entered. 


(7) Merchandise of the cost value of $2,000.00, which is in 
the hands of consignees, has not been included in the annual 
inventory. 
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(8) No provision for bad debts has been made. You esti- 
mate that this reserve should be $1,800.00. 

(9) The directors have declared a dividend of $20,000.00 on 
preferred stock payable on March 1. This has not been entered 
on the records. 

(10) The company has $20,000.00 of bonds outstanding 
under a mortgage which provides: 

(a) That each year there shall be a credit to a Reserve 
for Sinking Fund equal to 5% of the par value of 
the bonds. 

(b) That each year there shall be a debit to a Bond 
Sinking Fund for the same amount as the credit 
to the reserve account. 

(11) Stocks purchased on February 1 at $20,000.00 were 
increased on the books to $25,000.00 on December 31, and the 
difference credited to Profit and Loss. 

(12) Furniture and fixtures costing $2,000.00, but on which 
there had been established a reserve for depreciation of $800.00, 
were sold for $1,300.00. The asset account was credited for the 
selling price at the time of sale. No further entries or adjust- 
ments have been made. 

(13) The expense and income accounts have been closed 
and the Profit and Loss account shows a credit balance of 
$160,000.00. 


INSTRUCTIONS: Make the journal entries necessary to give effect 
to the foregoing adjustments and to close the Profit and Loss account. 


CHAPTER LXXVII 
AUDITING (Concluded) 


Purpose of Internal Auditing 


We have seen in the preceding chapter that it is desirable for 
a company to have the accuracy of its records verified from time 
to time, and that some companies engage a public auditor for 
this purpose, while other companies have this service performed 
in part by members of their organization. The auditing per- 
formed by members of the company’s organization is usually 
termed internal auditing, while the auditing performed by the 
public auditor is called public auditing. 


The primary purpose of the internal audit is the same as that 
of the public audit, namely, to verify the accuracy of the records. 
In doing this, the private auditor, the same as the public auditor, 
will seek to detect errors of principle, errors of omission, and 
errors of fraud. The internal auditor can check the records more 
thoroughly and more frequently than the public auditor. He 
can provide a continuous check on the records of the company 
throughout the year, while the public auditor provides a check 
usually only once a year. The private auditor can also check the 
operating methods of the company more thoroughly, because 
he has more time to devote to his work and is more familiar with 
the activities of the company. Moreover, the costs of the services 
of the private auditor are usually not so large as the costs of the 
services of the public auditor, and consequently the company 
can afford to have him spend time in checking the detailed opera- 
tions of the company. ‘There may be some question concerning 
how far the public auditor should go in criticising the operations 
of a company, but there can be little question concerning the 
responsibility of the private auditor for doing this. 


Verification of Records by Private Auditor 


The nature of the work performed by the private auditor 
depends on a number of factors, such as the size of the company, 
whether the audit is performed at the central office or in the 
field, and the method of accounting followed. It also depends, 
to a considerable extent, on the nature of the activities of the 
company. 

1167 
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To make our discussion concrete, we will assume that an 
audit is being made of a branch located a considerable distance 
from the home office, and will indicate the principal tasks of the 
auditor in making such an audit. We will also assume that the 
branch contains a complete accounting system, which is tied in 
with the accounting records of the home office by means of con- 
trol accounts. The primary responsibility of the auditor in such 
a case would be the verification of the following: 


(1) Cash 

(2) Accounts Receivable 
(8) Inventory 

(4) Fixed Assets 

(5) Accounts Payable 


As a means of indicating the nature of his work, we will dis- 
cuss briefly his principal tasks in verifying each of these. No 
attempt will be made to indicate all the detailed work involved 
in his tasks, or the nature of his problem in specific cases. 


Verification of Cash 


(1) Cash on hand: The auditor should count the cash on 
hand 
(a) Upon his arrival, and 
(b) At some unexpected time previous to his departure. 


He should reconcile the amount on hand each time with the 
balance shown by the cash book at that time, by bringing down 
the cash book footings at the time of the cash count and verify- 
ing all the disbursement items. Proper receipts, vouchers, or 
deposit slips should be on hand covering all items entered in the 
cash record. 


(2) Cash book footings: The auditor should prove the cash 
book footings covering the last week of the audit period and the 
first week succeeding the period under audit. In addition, the 
auditor should prove the cash book footings for at least four 
weeks, picked at random, throughout the period under audit. 


(8) Petty cash disbursements: The auditor should check 
all petty cash disbursement items appearing on cash book sheets 
against the receipts recorded in the petty cash record and re- 
ceipted invoices. He should examine all items recorded in the 
petty cash record to ascertain their propriety. 


(4) Advances to salesmen: He should check carefully all 
advances to salesmen and satisfy himself that these advances 
cover current requirements only. 
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_ (5) Bank deposits: He should make a check of the deposit 
slips against items appearing on the cash record. He should 
also check deposits shown in the cash record against deposit 
slips. In other words, he should work both from the deposit 
slips to the cash book and from the cash book to the deposit 
slips. This is on the theory that the transactions performed are 
sufficiently numerous that he will not find it expedient to check 
each item received against the deposit slips. Of course, in a small 
branch, each cash receipt should be traced to the deposit slip. 


It is also well for the auditor to take a number of the deposit 
slips on file in the branch and compare them with the deposit 
slips on file with the bank. The bank will usually permit the 
auditor to make this comparison. 


The auditor should not show on the cash records the items 
he has verified, for to do this would give the cashier information 
concerning the extent to which the auditor has checked the 
individual items. r 


/ 
(6) Cash sales» The auditor should check the tickets for 
cash sales against the entries for these in the cash book. 


(7) Checking postings: He should also check the postings 
from the cash record to the general ledger and to the accounts 
receivable ledger. He should make a test check of all the post- 
ings to the accounts receivable ledger. 


Verification of Accounts Receivable 


The auditor should send statements to all the customers 
shown in the accounts receivable ledger and have their verifica- 
tion of these statements returned to him. If he audits the branch 
several times a year, it may be satisfactory to verify all the 
accounts receivable once each year, but verify the large accounts 
at the time of each visit. The office manager should be required 
to prepare a Trial Balance of the accounts receivable ledger, 
and the auditor should check this Trial Balance against the ledger 
and verify the total of this statement with the balance of the 
Accounts Receivable account in the general ledger 


The auditor should examine the ratings of customers to see 
that credit has not been extended to customers in excess of their 
credit ratings. He should examine carefully past-due accounts 
to see if the office manager at the branch is using all possible 
means to collect these. If allowances have been made to cus- 
tomers, the auditor will check these carefully to see that they are 
justified and also to see that credits to customers’ accounts have 
not been made as a means of covering up fraudulent transactions. 
He will carefully examine all entries made for bad debts to see 
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that these have been properly authorized, and that no entries 
are made to the credit of a customer’s account except where it 
has been proved uncollectible. 


Verification of Inventory 


The auditor will see that proper arrangements have been made 
for taking the inventory. This will require that the inventory 
be put in proper condition for counting, that all sales tickets 
prior to the time when the inventory is to be taken have been 
entered, and that no sales are made from the goods to be inven- 
toried until the inventory is complete. If it is impossible for the 
auditor to take the inventory personally, he will have it taken 
by the members of the local organization under his direction. 


He will record the inventory on inventory records, and will 
examine carefully the condition of the inventory while he is 
making this record. If any goods are not in proper condition, 
he will make appropriate notations on his inventory record. 


The auditor should either price the inventory himseif, or 
have it priced by the local organization under his supervision. 
In the latter case, he will make a careful check of the prices 
entered on the inventory record to see that they are correct. 


If there are stock records, the auditor will check the inven- 
tory as obtained by physical count against the results shown 
by these records. If the physical inventory discloses a dis- 
crepancy as compared with the stock record, he will make a 
careful investigation to ascertain the causes for such shortages. 


It is preferable for the auditor and his assistants to make all 
extensions of the inventory, but if he finds it necessary to use 
members of the local organization for this purpose, he will make 
a thorough test of the accuracy of these extensions. If goods 
are stored in outside warehouses, the auditor will obtain the 
warehouse receipts and check these against the quantity shown 
on. the stock records. 


Verification of Fixed Assets 


The auditor should make a personal examination of the fixed 
assets of the branch and prepare an inventory of these. He 
should then check this inventory against the plant ledger, if this 
is maintained at the branch, or if not, forward his inventory to 
the home office for comparison with the plant ledger maintained 
there. The auditor should examine carefully all entries made 
under fixed asset accounts during the period of his audit to see 
that they are properly authorized and that no charges are made 
Lube pet accounts which should have been made to expense 

unts. 
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Verification of Accounts Payable 


The auditor should make a careful comparison between the 
checks issued and the vouchers for which they have been issued 
in payment. If the transactions of the branches are numerous, 
it will probably not be possible for him to make a comparison 
between each check issued and its corresponding voucher, but he 
should make sufficient comparisons to convince himself that 
there are no irregularities. 


He should also compare the checks with the entries in the 
cash record. Whether he will compare each check with its entry 
in the cash record will depend on the number of checks issued 
during the audit period. In any case, he should make numerous 
tests. 


The auditor should require the office manager to prepare a 
statement of all outstanding accounts as shown by the voucher 
record, and should verify this total with the balance of the 
Accounts Payable account in the general ledger. He should also 
make comparisons between the accounts shown on this statement 
and the unpaid vouchers in the voucher file. 


Additional Work of Auditor 


In addition to verification of the accounting records, the 
private auditor may give attention to the operating activities 
of the unit which he is auditing and report such information as 
may be useful to the executives of the company in supervising 
the activities of this unit. For example, he may investigate and 
make a report on the following: 

(1) Market and industrial conditions in the territory 

where the unit he is auditing is located. 

(2) Competition in this territory. 

(3) Sales policies and methods of the unit. 

(4) The condition and adequacy of the physical equip- 

ment. 

(5) Personnel. 

(6) Operating results. 

The nature of the information he will supply concerning each 
of these topics will depend to a considerable extent upon the 
wishes of the executives of the company, and they, of course, 
will be guided by the extent to which this information is useful 
to them in supervising the unit under audit. 


It is beyond the field of the present discussion to discuss the 
nature of this information, but it is worthwhile to emphasize the 
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importance of this phase of the auditor’s work. It is in connec- 
tion with such work that he has an opportunity to show his real 
ability and to render a very great service to his employer. 


Relation of Auditor to Accounting Department 


In a company where a controller is employed, the private 
auditor usually reports to this executive. This provides the 
controller with a dependable check on the activities of the ac- 
counting department. In some cases, the auditor reports to the 
chief accountant, but this is usually not a satisfactory procedure 
because it results in the auditor, who is supposed to criticise the 
work of the accounting department, reporting to the person 
who is responsibie for supervising the performance of this work. 
If a controller is not employed, it is usually preferable to have 
the auditor report to the president of the company, so that he 
may feel free to criticise the work of the accounting department 
as well as the operations of the other departments whose activi- 
ties are reflected in the accounting records. | 


Relation of Private Auditor to Public Auditor 


The private auditor and the public auditor should cooperate 
fully in the performance of their task. Usually the private 
auditor can do a large amount of preliminary work for the public 
auditor. For example, he can prepare numerous schedules, such 
as accounts receivable schedules and inventory schedules, which 
can be used by the public auditor in his work. 


Every effort should be made to prevent as much as possible 
duplicating work between the private and public auditor. Each 
of these should realize that the other can render a service which 
he is not qualified to render. For example, the private auditor 
can do a great amount of detail work which can not profitably 
be performed by the public auditor. On the other hand, the pub- 
lic auditor provides an outside point of view and an independent 
check which is useful to the company and necessary for the 
maintenance of proper relations with stockholders and creditors. 
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QUESTIONS FOR CLASS DISCUSSION 


Lathes 


What is the main distinction between the qualifications and 
duties of a public auditor and those of a private auditor? 


AG a 


J. E. Foster is traveling auditor for the X Corporation, which 
has numerous branches in different parts of the country. Explain 
in a general way his duties. 


ens ees 


The B Company receives reports which are certified to be 
correct by Ames & Noble, a firm of certified public accountants. 
The B Company has a system of internal check which has proved 
quite satisfactory, and an auditing department which tests the 
accuracy of the accounting records continuously. What was the 
probable reason for calling in an outside accounting firm to 
certify the reports? Could this not have been done by the audit- 
ing department? Explain. 


aay, aoe 


The Dreman Company was incorporated to manufacture a 
patented article, on the sales of which it pays royalties to the 
inventor. Name six different parties that might desire a public 
auditor to make an audit of this company’s books, and state 
in what phases of the audit each would be particularly interested. 


Dee ees 


The following accounts appear on the Balance Sheet of the 
Acme Manufacturing Company: 


INCCOUNTSERE CIV able amen errcckm rer ater er $14,640 .05 
Less Reserve for Bad Debts............... 146.40 $14,493.65 


How may the auditor assure himself of the adequacy of the 
reserve without examing each customer’s account to determine 


its possibility of collection? 
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as aes 


June 380, the Buildings account showed a balance of 
$300,000.00; July 31, the balance of this account was $310,000.00. 
As private auditor, you find that $10,000.00 of “improvements” 
was charged to the account during July. How would you find 
out whether or not these items are properly charged to the prop- 
erty account? 


enge ss 


You find that the “improvements”’ charged to the Buildings 
account (Question 7) were actually repairs. How would you 
adjust the accounts to show this fact? 


a Re ss 


The following accounts appear on the Balance Sheet of the 
Acme Manufacturing Company: 


Capital "Stock? tke ce Ue ed a ee $150,000 .00 
Less: Unissued Capital Stock...... $50,000 .00 
IMreasuryaocockn. eee eee 10,000 .00 60,000.00 
Total Capital Stock Outstanding.....°......... $90,000 .00 


How would you verify these items? 


ea ae. 


G. M. Welch, a public accountant, is employed to audit the 
books of the Z Company. He requests that he be allowed to 
examine the by-laws of the company and the minutes of stock- 
holders’ and directors’ meetings. One of the officials of the com- 
pany protests against allowing an outside party this privilege. 
Is it necessary or desirable that an auditor have access to the 
by-laws and minutes? Why? 


pty f= 


The professional auditors Beason and Chapman are auditing 
the books of the Briggs Company. They find that the books are 
carelessly kept, many erasures and corrections appearing therein. 
Do you consider this fact of sufficient importance to call to the 
attention of the management? Explain. 
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LABORATORY MATERIAL 


Exercise No. 267 


March 1, the balance in the First National Bank Cash account, 
carried on the books of the American Manufacturing Company, 
was $6,943.71, as shown by the cash book and check stub. Dur- 
ing the month of March, the total cash receipts as shown by the 
cash book were $5,200.68. The duplicate deposit slips for March, 
and the entries for deposits on the check stub, showed that the 
following deposits had been made: 


March 3 $1,281.74 March13 $817.41 March 24 $399.97 
Gee 623219 17 606.13 27 463.85 
1OMMATGS 23 20 289.52 31° 242.64 


The checks issued during March, as shown by the check stub 
and cash book, were as follows: 


No. 4567 $ 300.00 No. 4575 $18.40 No. 4583 $ 14.33 


4568 295 . 60 4576 297.30 4584 632.67 
4569 486 .22 A577 86.20 4585 79.85 
4570 115.70 4578 5.40 4586 116.23 
4571 1,500.00 4579 23.39 4587 312.15 
4572 112.25 4580 =196.48 4588 23.60 
4573 7.62 4581 299.90 4589 300.00 
A574 604.10 4582 30.52 4590 500.00 


As of March 31, the bank gave credit for interest on daily 
balances of $12.46, which was not recorded on the company’s 
books until April. 

Check No. 4572, shown above as $112.25, was entered in the 
cash book in error as $122.25. 

Check No. 4570, for $115.70, did not reach the party to whom 
it was sent; the correct address not being known, payment was 
stopped and no other check issued. No correction has been 
made on the company’s books. 

Collections on notes receivable owned by the company were 
received at the bank to the amount of $1,434.24, and were not 
recorded in the company’s general cash record. 

A check included in the deposit of $623.19 on March 6, amount- 
ing to $7.62, was returned by the bank on account of insufficient 
funds, and Check No. 4573 was issued to the bank to take up 
the bad check. 
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On March 31, the following checks were outstanding: 


(a) Issued prior to March 1: No. 4559, $21.90; No. 4562, 
$110.00; No. 4568, $11.75. 


(b) Issued during the month of March: Nos. 4578, 4582, 
4588, 4584, 4585, 4586, and 4590, as shown in the list 
of checks above. 


The balance shown by the statement received from the bank 
was $8,871.58. 


INSTRUCTIONS: Make up bank reconciliation as of March 31. 


Exercise No. 268 


Miss Dora Knapp, manager of the phonograph department of 
a large department store, gives you the following list to be used 
in ascertaining the value of the phonograph inventory, for use 
in preparing reports for the month of May: 


PHONOGRAPHS IN STOCK, MAY 31,19... 


| Unit Value 
Quantity | Style Finish Description 
Cost Market 
15 A Walnut New Console 57 60 
12 A Mahogany . Y 
5 B Walnut New Pedestal 39 35 
3 B Mahogany se + 
2 C Walnut New Radio 166 150 
1 C Mahogany a oe 5 
25 D Walnut New Standard 97150 100 
20 D Mahogany . ‘ 
18 E Oak New Portable 13/50 15 
eA aed ety AS Doe One ot orto fe cick Re filbeacee cakes 
1 A | Walnut Refinishing, 3/50 3/50 
epossesse 39 35 
t B | Mahogany Refinishing 430 4/30 
epossesse 97/50 100 
2 D:») Mahogany Refinishing, soll rod 
epossesse 0 
1 D Walnut Refinishing 75 75 


INSTRUCTIONS: Ascertain the value of the phonograph inventory 
which would be shown on the Balance Sheet of the company May 31, using 
the rule of valuing inventory at cost or market, whichever is lower. 


*The phonographs marked “repossessed”’ are those sold on the instal- 
ment plan and taken back into stock because the purchasers failed to pay 
their instalments. 
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Exercise No. 269 


The Marblon Company, whose general offices are in Boston, 
operates branch sales offices in a number of different cities, one 
of which is Schenectady. Each branch invoices its customers 
for sales, collects the accounts, and remits all collections to the 
home office once each month. Ordinary operating expenses are 
paid by the branch from a branch cash fund, except the manager’s 
salary of $150.00 a month and commission of 1% on net sales, 
which are paid by check from the home office. 


The Boston office purchases all merchandise shipped to 
branches, and pays the invoices for such purchases. Merchandise 
shipped to the Schenectady branch is billed to the branch by the 
home office at a price which is 10% more than the actual invoice 
cost. 


An analysis of the transactions recorded in the Schenectady 
Branch account on the home office books showed the following: 


June 1. Balance of Schenectady Branch account, $24,788.86. 


4. Shipped merchandise to branch from stock, invoiced 
at $833.80 (cost $758.00 plus 10%). Prepaid freight 
on this shipment, $126.76. 


17. Purchased merchandise for the branch, $217.80, 
invoice for which was received at the home office. 
This was shipped direct to the branch, which was 
billed by the home office for $289.58. The branch 
reported that it had paid $26.13 freight on the 
shipment, which was shipped f. o. b. branch. 


22. Received credit memorandum for $12.00 for merchan- 
dise returned by the branch to the vendor. This 
was billed to the branch June 17 at $13.20. 


26. Shipped merchandise to branch from stock, invoiced 
at $456.50 (cost $415.00 plus 10%). Through 
oversight, the freight on this shipment was not pre- 
paid, and was paid by the branch, $65.20. 


29. Shipped merchandise to branch from stock, invoiced 
at $395.12 (cost $359.20 plus 10%). Prepaid 
freight on this shipment, $56.45. 


30. Received monthly Balance Sheet from the branch 
(shown on page 1178). A report of operations which 
accompanied this Balance Sheet showed gross sales 
of $5,176.30 and allowances on sales of $17.25. A 
check for $4,406.82 was attached, covering collec- 
tions of accounts receivable for the month. 
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THE MARBLON COMPANY - 
SCHENECTADY BRANCH 
BALANCE SHEET AS OF JUNE 30, 19... 


Assets 
CURRENT ASSETS: 
Branchy@acht Mundie, seer) ghee teen ore eee 1,585|79 
INCCOUNISHRGCelV aD lea ara reer eer 4,291.84 
Less Reserve for Bad Debts....... 76.29 4,215/55 
Merchandise Inventory, June 30,19... ....... 11,942/30 
MovaliCurrenttwAsse tse ....9s een teens noe 17,743/55 
FIXED ASSETS: 
Storev Mixtures Saat san el. eater e ee 3,500 .00 
Less Reserve for Depreciation..... 1,750 .00 1,750 
OficosEquipmentrme ieee ea eee 875 .00 
Less Reserve for Depreciation..... 437 .50 437|50 
Motalabixed Assets js. nome thee tees | 2,187|50 
DEFERRED CHARGES: 
Brepald-Insunancews +e. deanetane tte ear ees iete 239/40 
Sup plieshonwHaiid. 7. epee academe eee 112/35 
RotalsDeterned Charcesare cet ane nee ees Bay 851175 
GOODWILL sree iat tins See ete en ne 3,576/30 
Motal Assets. cee tee a ee es ~ 23,859/10 
Liabilities 
CURRENT LIABILITIES: 
Accounts Payable—Creditors..-....0.......... 125} 3826/59 
Manager’s Salary and Commission............. 201|59 
THE MARBLON Company (Home Office Account).|| |_| 23,734/10 


NOTE.—This Balance Sheet is subject to correction for operations of 
June 28-30, as follows: sales, accounts collected, reserve for bad debts of 
1% of additional sales, cost of merchandise sold, supplies used, accrued 
payroll, and manager’s commission on additional sales. 


30. Received telegram from manager of branch office 
giving changes to be made in the Balance Sheet 
received, because of operations occurring during the 
last three days of the month, which were not in- 
cluded in the Balance Sheet, as follows: 


“Correct June thirtieth statement as follows add three days 
sales $453.90 stop accounts collected $202.15 stop change inventory 
to $11,669.96 not including goods in transit stop change supplies 
inventory to $99.49 stop accrued payroll two days $89.40.” 
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30. Sent the branch manager a check for $206.18, salary 
and commission for the month. 


June 30, before the reports on branch operations have been 
received, the balance of the Schenectady Branch account on the 
home office books i is $22,450.92; this balance includes the 10% 
added to invoice cost of shipments during the month. 


An analysis of the transactions recorded in the books of the 
Schenectady branch showed the following: 


June 1. Balance of The Marblon Company (Home Office) 
account, $25,853.10. 


1. Paid rent for June, $100.00. 


5. Received merchandise from home office, $883.80, on 
which freight of $126.76 had been prepaid. 


5. Paid wages, $763.25. 
10. Bought supplies on account, $42.55. 


10. Paid Merchants Drayage Company $100.00 on ac- 
count. 


12. Paid wages, $770.50. 


17. Received direct from vendor, merchandise purchased 
by home office, $239.58. Paid $26.13 freight. 


19. Returned $13.20 of merchandise received June 17, to 
‘the vendor. 


19. Paid wages, $767.40. 
22. Paid $8.45 for repairs on door of storeroom. 


25. The account of J. Z. Jones, amounting to $18.75, is 
deemed uncollectible and is to be charged off. 


26. Paid wages, $768.95. 


28. Received merchandise from home office, $456.50. 
Paid $65.20 freight on this shipment, which was not 
prepaid by the home office through oversight. 


28. Accounts receivable amounting to $4,406.82 have been 
collected up to and including June 26, and a remit- 
tance check for this amount has been forwarded to 
the home office. 


28. A Balance Sheet as of June 30 is prepared and sent 
to the home office. This Balance Sheet does not 
take into consideration the operations of June 
28-30, a summary of which will be telegraphed the 
home office so that the home office records may be 
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adjusted to show these facts. Sales up to and 
including June 26 were $5,176.30 and sales allow- 
ances, $17.25. 


30. Received invoice and freight bill from home office, 
showing that merchandise billed at $395.12 had 
been shipped, on which freight of $56.45 had been 
prepaid; this merchandise has not yet been received. 


30. <A telegram (page 1178) giving the changes to be made 
on the June Balance Sheet for the operations of 
June 28-30 was sent the home office. 


INSTRUCTIONS: 1. Construct the Schenectady Branch account on 
the ledger of the home office. 

2. Construct The Marblon Company (Home Office) account on the 
ledger of the Schenectady branch. 

38. Make up a reconciliation of the branch accounts with the home office 
accounts as of June 30. 

4. Make such corrections of the branch Balance Sheet as will complete 
it for consolidation with the home office Balance Sheet. 

5. The home office shows the balance of the Schenectady Branch 
account as an account receivable on its Balance Sheet. State how you 
would show the balance of this account on the home office Balance Sheet. 


CHAPTER LXXVIII 
PERSONAL BUDGETS 


Meaning of Budgeting 


Each individual engaged in business activities receives an 
income from which he must meet his expenses. It is necessary 
that his expenses be less than his income if he is to accumulate 
savings, and savings are necessary in order to acquire wealth. 
Without the acquirement of wealth, it is impossible to attain 
economic independence, and without such independence, life 
can not be enjoyed to its fullest. These ends can be attained 
most effectively by planning one’s income, expenses, and savings 
for each year. An estimate of income, expenses, and savings is 
termed a budget. 


Advantages of a Budget 


The following advantages can be obtained from the prepa- 
ration and use of a budget: 


(1) Income and expenses can be balanced. 
(2) A wiser distribution of expenses can be secured. 
(8) Savings can be increased. 


Balancing of Income and Expenses 


Under modern merchandising methods, the appeals to one’s 
desires are so numerous and continuous that there is a constant 
danger that one may spend more than he earns. This danger is 
increased by the prevalent custom of buying on the instalment 
plan. It is easy for one to promise to pay in the future for goods 
he can obtain and enjoy in the present. Every individual must, 
therefore, carefully watch not only his current expenditures, but 
his future promises to pay if he is to keep his expenditures within 
his income. This can be done satisfactorily only by making a 
careful estimate of what his income is to be and planning expen- 
ditures so that under no conditions will they exceed his income. 
Companies selling on the instalment plan not infrequently find 
cases where people have contracted to pay such large amounts 
in the future that they do not have sufficient income left to meet 
their current needs. 
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Distribution of Expenses 


Few people can have all the things they desire. It is neces- 
sary that they choose what is most necessary and desirable. 
There is always a danger that one may spend his income to sat- 
isfy immediate desires and neglect to provide for future needs. 
It is desirable, therefore, that a careful study be made of one’s 
necessities and that the amount available to spend be divided 
properly between his various needs. This plan is made easier if 
standards of expenditures are established. For example, one 
should decide on a certain percentage of his income which will 
be spent for rent, clothing, food, and other necessities. After 
an estimate of his income is made, it can then be distributed 
according to the standards set. It is only by this means that a 
wise distribution of expenses can be obtained. 


Increasing Savings 


The desirability of savings is self-evident. One who does not 
save can not hope for financial progress. It is not wise to spend 
all of one’s income early in life with an expectation that an 
increase in income will make possible future savings. There is 
a natural tendency for one’s desires to increase in proportion to 
his income, and unless the habit of saving is established early 
in life, there is a danger that savings will not be made. It is 
always possible to see other people who live comfortably upon 
less income than one receives himself. This should serve to 
indicate to each person that he can, if he will, so control his 
expenditures that some savings can be made regardless of the 
amount of hisincome. The only safe method of insuring savings 
is to set aside a definite amount for this purpose periodically. 


After income has been estimated, the amount to be saved 
should be determined before estimates are made for expenses. 
This is true since otherwise so much may be allotted to certain 
expenses that nothing will be left for savings. After savings 
have been fixed, the balance of the income can be distributed. 


Method of Preparing Budget 


The preparing of a budget involves two steps: 
(a) Preparation of an estimate of income. 
(b) Distribution of income as between savings and expenses. 


Estimating Income 


Income should be estimated for a year in advance and then 
broken down by months or weeks so as to show when the income 
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will be received. Income received from salaries will usually be 
obtained regularly. Income received from interest and divi- 
dends will usually be received periodically. The modern tendency 
is to pay dividends quarterly and interest semi-annually. In- 
come from a business or a profession may not be received regularly, 
although it is customary for a person so engaged to withdraw a 
uniform amount from the business or profession each month. 
Whatever the sources of one’s income may be, he should make a 
careful estimate of this amount and distribute it monthly accord- 
ing to when it will be available for expenditures. 


Estimating Expenses 


The first task in estimating one’s expenses is to provide for 
those which must be met regularly. An estimate should be made 
then of the extraordinary expenses which will occur intermit- 
tently. Careful attention must be given to the latter classifica- 
yom expenses so that an amount may be saved in anticipation 
of them. 


An individual, without dependents, can readily prepare a 
budget which will correspond to his income. Room rent may be 
$3.00 a week or $30.00. a week, according to one’s standard of 
living, and other expenses may vary proportionately. It will be 
a little difficult to make proper provision for irregular expenses, 
such as medical and dental service and clothing, but care should 
be taken to make them adequate; otherwise, when these expenses 
do occur, it may be necessary for one to draw upon his savings. 


The planning of expenses for either an individual or a family 
is facilitated by making a proper classification of them. This 
classification will vary with each situation, but the following is 
indicative of the expenses of a typical family. 


I. SHELTER 
(1) Rent (or taxes) 
(2) Fire insurance 
(3) Upkeep and repairs 


II. Foop 


(1) Groceries and meats 
(This account may be subdivided as much as 
desired) 

(2) Ice 

(3) Meals outside of home 


1184 BOOKKEEPING AND ACCOUNTING [Ch. 78 


III. OPERATING EXPENSES 


(1) Fuel 

(2) Water 
(8) Laundry 
(4) Service 
(5) Light 


(6) Telephone 
(7) Household equipment 
(8) Upkeep and repairs 


IV. CLOTHING 
(1) Wearing apparel 
(2) Sewing supplies 


V. ADVANCEMENT, RECREATION, CHARITY, ETC. 
(1) Education 


(2) Travel 
(8) Car fare 
(4) Gifts 


(5) Physician and dentist 
(6) Papers, books and magazines 
(7) Church and benevolences 
(8) Entertainment 
(9) Amusement 
(10) Miscellaneous, such as stationery, postage, etc. 


Various studies have been made to ascertain what percentage 
of the total income should be spent for the various purposes in- 
dicated by the foregoing classification of expenses. It is apparent 
that these percentages will vary according to the income of the 
individual and also according to the locality in which he lives. 
The following percentages are ascertained from a study of the 
expenses and savings of families of moderate income in a large 
city. 


(1) Savings 12%% 
(2) Rent 257, 
(3) Food 25% 
(4) Operating Expense 10% 
(5) Clothing 15% 


(6) Advancement 124% 
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Individuals, without dependents, will determine percentages 
in a similar manner, but the allowances for savings and expenses 
will be considerably different. For example, savings will ordi- 
peteg be more than 1214% and the rent expense will be much 

ess. 


Each individual must decide for himself the amount he de- 
sires to spend for each purpose. Care should be exercised to 
prepare a well-balanced budget; to do this it is necessary that 
he does not plan to spend too much for one purpose or neglect 
his necessities for other purposes. 


Experience will aid each individual in arriving at a conclusion 
concerning how much he should spend for each purpose. It is 
well to emphasize, however, that in each case he should not fail 
to set aside a substantial amount for savings before he commences 
to estimate his expenses. 


Bookkeeping Record 


Special methods -have been devised for keeping a record of 
income and expenditures of individuals and families. They are 
frequently needed because many people do not have a knowledge 
of double entry bookkeeping. Those who understand bookkeep- 


PersonaL CasH Recoro 
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Illustration No. 195, Columnar Cash Book for Personal Receipts 
and Expenditures 
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ing can keep their records most satisfactorily by following ordi- 
nary bookkeeping procedure. 

The basis for the records is a ledger in which accounts are 
grouped in the usual manner. One account is opened for each 
asset, liability, income, and expense, and for proprietorship. 
When the books are closed, the Profit and Loss account is debited 
and the expense accounts are credited for the expense allowances 
in the budget. The balances in the various expense accounts then 
show the amounts by which the expenditures are greater or less 
than the budget figures. These balances must be taken into 
consideration when the budget is being prepared for the following 
year. 

The original entries may be made in an ordinary cash book, 
but a special column cash book (Illustration No. 195) is most 
convenient. Such a cash book provides one column each for 
total receipts, savings, total expenses, and each expense frequently 
incurred. All the expenses for one day are commonly entered on 
one line; or, if desired, the daily expenses may be jotted down 
in a memorandum book and the total of each kind of expense 
recorded in the cash book at the end of each week. In posting, 
the total of the “Total Receipts’ column is debited to Cash and 
credited to Income, and the totals of the “Savings” and ‘Total 
Expenses” columns are credited to Cash. The total of the 
“Savings” column is debited to Savings, and the total of each of 
the expense columns is debited to the proper expense account. 
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QUESTIONS FOR CLASS DISCUSSION 


2s 


James Green, a shipping clerk, who receives a salary of 
$22.50 a week, has accumulated savings of $500.00 during the 
five years he has been working. He receives increases in salary 
from time to time, and five years later is made head of the ship- 
ping department at a salary of $150.00 a month. At this time, 
his total savings amount to $600.00. He is surprised to find 
that, although his salary has increased, he has actually saved 
less than when he earned less. How do you account for this fact, 
and what steps would you suggest that he take to remedy it? 


ey a 


On your recommendation, James Green prepares a budget. 
He finds that in many cases his expenditures vary considerably 
from the budget estimates. He says that he does not see any 
reason for keeping a budget if he can not keep within the limits 
set. How would you answer this objection? 


one 
James Green, who is keeping a budget of his personal income 
and expenses, records his actual receipts and expenditures in a 
cash book similar to Illustration No. 195. Very often he forgets 
to record an item, and consequently he is unable to reconcile the 
balance shown by the cash book with the amount actually in the 
bank and on hand. How would you adjust such discrepancies? 
Suggest a method of making the record so that Mr. Green will 
not find this part of keeping a budget irksome. 


ay Woe 


J. D. Williams receives a weekly salary of $45.00. Mrs. 
Williams makes out a weekly list of expenses to be paid, the 
usual items being the following: grocery bill, meat bill, insurance, 
laundry, car fare, lunches, church dues. Once each month, the 
following items are added to this list: rent, water bill, gas and 
electric bill, telephone bill. In addition, there may be bills for 
the following: house repairs, painting, clothing, doctor, dentist. 


Mr. Williams’ salary has always been sufficient to meet ordi- 
nary expenses, but any considerable expense such as painting the 
house, prolonged illness, etc., has always found them unprepared 
financially. You suggest that they keep a budget and set aside 
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a specific amount for savings. Mrs. Williams says she does not 
know how to operate a budget and is doubtful that one would 
be of any help. Explain to her how to operate a budget so as to 
increase savings. 


eae. 


Julia Jung and Georgiana Benfey are stenographers, each 
receiving a weekly salary of $35.00. Miss Jung lives at home and 
is not required to contribute any part of her salary to the sup- 
port of her family. Miss Benfey lives at the Y. W. C. A. and 
sends $10.00 a week to her family, which is located in a distant 
city. Explain the difference in the need for keeping a budget on 
the part of each of these, and the effect on the proportionate 
amounts each would spend for such items as clothing, food, 
amusement, laundry, doctor, dentist. 


AG 32: 


Explain the difference in the problems confronted in prepar- 
ing a personal budget for (a) a doctor in general practice, (b) a 
bookkeeper, (c) a teacher, (d) a business man, (e) a student, 
(f) a salesman whose compensation is a commission on sales. 


sey pea 


C. H. Monroe says he does not keep a budget because it is 
“too much bookkeeping’. Do you think the advantages derived 
from the use of a budget overbalance this objection? Explain. 


BL Mees 


D. T. Gage does not prepare a budget, but keeps a record of 
his income and expenses for use in making his income tax return. 
He says he knows from past experience just how much he can 
spend and how much he can save, without the preparation of a 
budget. Do you think a budget would be of any value to him? 
Explain. 


at Gees 


George Beatty receives a salary of $200.00 a month. He 
pays $20.00 a month on a loan incurred while he was in college; 
$50.00 a month on an automobile purchased on a monthly instal- 
ment plan; $15.00 a month for garage rent; $10.00 a month for 
insurance, and $40.00 a month for a furnished room. He deposits 
the remainder in the bank and withdraws it as he needs it. How 
much do you think he could save monthly? Explain how you 
would prepare a budget for Mr. Beatty. 
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LABORATORY MATERIAL 


Exercise No. 270 


Miss Jean Haders, who receives a salary of $40.00 a week, 
.has the following weekly expenditures: 


FLOOMe eOeme dake! or, ho ae $ 6.00 
Meals (average).............. 10.00 
Comat. sp. ct erie « 1.00 
Payment on loan from bank... 8.00 
CHUTE AR eke. eee. oe, 1.00 


The loan from the bank was made to help send a brother 
through college, and will be paid in full by May 381. 


In addition to the weekly payments, she carries insurance on 
which she pays quarterly instalments of $13.26 (March.4, June 4, 
September 4, and December 4). 

Miss Haders’ home is fifteen miles out of town, and too in- 
conveniently located for her to live there and work in town 
unless she has her own automobile. She is now living in town, but 
plans to buy an automobile on the monthly instalment plan and 
live at home, if her salary will permit it. A down payment of 
$210.00 is required on the automobile, and the balance is payable 
in monthly instalments of $40.00 for one year. She wants to 
save enough so that she may leave at least $100.00 in her savings 
account when she buys the automobile; the balance in her 
account January 1 is $220.00. 

INSTRUCTIONS: 1. Prepare a budget for Miss Haders for the 
year, showing estimated income and expenses by weeks; show both amounts 
and percentages. 

Retain this budget for use in the next exercise. 


Exercise No. 271 ) 

During the year, the following changes occur which affect the 
budget of Miss Jean Haders (Exercise No. 270): 

(a) She joins a bridge club June 25, in which she pays 
monthly dues of $1.00. 

(b) Her salary is increased to $45.00 a week on July 1. 

(c) She has her eyes examined and has glasses fitted at a 
total cost of $26.00, payable September 1. 

(d) She buys an automobile and moves to her home as soon 
as she has saved $310.00. 
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At the time she moves to her home, she incurs the following 
expenses: 
(1) A down payment of $210.00 on the automobile 


(2) Amonthly payment of $40.00 on the automobile 


(83) Lunches in town, about 50c each (other meals 
are taken at home) 


(4) $5.00 a week to her family for board 


INSTRUCTIONS: Revise the budget of Miss Haders which you pre- 
pared in Exercise No. 270 so as to take these changes into consideration. 


Exercise No. 272 


During the last decade, agitation by labor unions and social 
workers for a “‘living wage’”’ has resulted in an extensive survey, 
in different localities, of the actual wages on which many fam- 
ilies live. Different ratios for distributing the income between 
savings and expenses have been worked out for income of various 
amounts. If possible, secure from current periodicals suggested 
ratios for apportioning income to savings and expenses for a 
family of four in your locality, whose monthly income is $200.00; 
or, if this is not feasible, use the ratios given on page 1184 in this 
chapter. Apply these ratios to the solution of the following 
problem: 


Henry Adams, who lives in your town, receives a salary of 
$150.00 a month. His family consists of himself, wife, and three 
children. The eldest child is employed in an office as ‘clerk, ata 
weekly salary of $15.00; the other two children are in school. 


The family has an automobile, which Mr. Adams estimates 
costs $7.50 a month for gasoline, oil, and minor repairs. Five 
years ago he purchased the house in which his family lives, for 
$6,000.00; a down payment of $2,000.00 was made at that time 
and the balance borrowed from a building and loan association, 
on which a weekly payment of $10.00 is made ($4.00 on the 
principal and $6.00 interest). Weekly insurance payments 
amount to $1.75. 


INSTRUCTIONS: 1. Assuming any additional facts necessary, pre- 
pare a budget for Henry Adams and family for one year, stating amounts 
and percentages. 

2. Design the forms which you would advise Mr. Adams to use in 
recording his income and expenditures, and explain to him how to make 
the proper record on these forms. 


CHAPTER LXXIX 
BUSINESS BUDGETS 


Need for Business Budgets 


_ We have seen that it is desirable for the individual to plan his 
income and expenses in order to secure the most effective use of 
his income in meeting his economic needs and in providing for a 
maximum amount of savings. It is equally important that a 
business firm plan its income and expenses in order that its opera- 
tions may result in a maximum amount of profits. 


In a small company this planning is usually done in an infor- 
mal way by means of conferences between the chief executive 
and his assistants. When a company becomes sufficiently large 
that it is necessary for the chief executive to delegate a consider- 
able amount of responsibility to his assistants it becomes increas- 
ingly difficult to plan activities by such informal means. It has 
been found by experience that more desirable results are obtained 
if each subordinate is required to submit to his superior a formal 
statement of what he plans to accomplish and the estimated cost 
of performing the activities for which he is responsible. The 
preparation of such statements by the executives of a company 
and their coordination into a well-balanced program for the 
business as a whole results in budgetary control. Itis the purpose 
of this chapter to discuss briefly the method by which business 
budgets are prepared and the advantages to be obtained from 
their use. 


Essentials of Budgetary Control 


The procedure by which budgetary control is operated must 
of necessity vary from firm to firm. It is rare indeed that any 
two firms can follow exactly the same procedure. In all cases, 
however, the essential features of budgetary control are: 

(1) The statement of the plans of all the departments of 

the business for a certain period of time in the form 
of estimates. 

(2) The coordination of these estimates into a well- 

balanced program for the business as a whole. 
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(8) The preparation of reports showing a comparison 
between the actual and estimated performances and 
the revision of the original plans when these reports 
show that such a revision 1s necessary. 


Departmental Estimates 


Each department should prepare an estimate of its activities 
for the budget period. The method of stating these activities 
depends on the nature of the operations of the department. The 
sales department should usually show its estimated sales in both 
volume and value and it should also show its estimate of the cost 
of securing these sales. The production department should state 
the volume of production it plans for the period and the amount 
of materials, labor, and manufacturing expenses it estimates will 
be necessary to carry out this program. The purchasing depart- 
ment should state the quantity of materials and supplies it plans 
to buy and their cost. The accounting department, traffic depart- 
ment, office manager’s department, and similar departments 
should show their estimated expenditures for the period. Finally 
the financial department, using all the other estimates as a basis, 
should estimate the cash receipts and disbursements for the period. 


Some executives believe that it is impossible to estimate accu- 
rately what the future operations of a department will be. It is 
useless to deny that it is often very difficult to do so. Neverthe- 
less it is necessary to make plans for the future if any effective 
control is to be exercised over business operations. The past is 
gone and can not be changed. It is only the future which is sub- 
ject to control. The more difficult it is to plan what the future 
will be, the more urgent it is that plans be made. Often the 
difficulty of judging future operations is more apparent than real. 
It is not necessarily true that in business “‘history repeats itself’’, 
but it is true that the happenings of the past will influence the 
future and for each effect there is a cause. By studying the rela- 
tion between cause and effect as shown by the past, executives are 
able to judge much concerning the future from present conditions. 
Even though estimates are not entirely accurate, they are better 
than no estimates at all. It is better to have a map which charts 
our way in rough outline than to have no map at all. 


It is well to add that estimates may be made in such form 
that they will provide automatically for variations. In making 
estimates of selling costs or production costs, percentage or unit 
costs may be set up for different volumes of sales and production.’ 
When the actual volume is determined, a comparison can be 
made between the actual percentage or unit cost and the esti- 
mated or budget cost for this volume. For example, a com- 
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pany operating a number of flour mills finds it difficult to esti- 
mate accurately the volume of production at each mill, for the 
volume is increased and decreased as the price of wheat fluctuates. 
It finds, however, that it can divide its production costs into those 
that are relatively fixed and those which are relatively variable. 
By this means it can estimate the cost per barrel of flour pro- 
duced under varying volumes of production. At the end of each 
month the number of barrels at each mill is ascertained together 
with the per barrel cost and this cost compared with the standard 
or estimated cost for this volume. Another company operating 
under similar conditions has carried this plan further by budget- 
ing the cost per barrel in terms of each of the sixteen classes of 
expense incurred at each mill. Another company budgets its 
selling expenses by setting up a per diem cost for each salesman 
in each territory and for each town and city in the territory. 
The hotel rates and other expense charges in each city are inves- 
tigated and a reasonable per diem expense for a salesman estab- 
lished for this city. This not only enables this company to esti- 
mate more accurately what its selling expenses will be but also 
enables it to judge the correctness of the amount reported by the 
salesmen. 


These illustrations serve to indicate the possibilities of budget- 
ary control as applied to departmental activities, and they also 
indicate the possibilities of overcoming what may at first seem 
insurmountable difficulties in the way of accurate estimating. 
We shall see further indications of these possibilities as we go 
along. 


Coordination of Estimates 


Because of the interdependence of the activities of the depart- 
ments of a business, some departments will need to use the esti- 
mates.of other departments in making their own estimates. For 
example, the production department must know the estimated 
sales before it can estimate the production necessary to meet the 
sales demands; the treasurer must know the plans of all depart- 
ments before he can estimate the cash receipts and disbursements. 
Not infrequently the plans of the departments will conflict. 
The sales department may want to sell more than the produc- 
tion department thinks it can profitably produce, or it may want 
to sell specific articles which the production department does not 
desire to produce. On the other hand, the production department 
may desire to produce articles which the sales department does 
not think it can sell profitably. Finally, the financial department 
may not be able to finance the volume of operations called for 
by the sales and production programs. Consequently, some plan 
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must be followed which will provide for a coordination of the 
departmental estimates. In a small business this may be accom- 
plished by having the executives informally discuss their plans 
with each other and make the necessary adjustments. In case of 
disagreements, the president acts as arbitrator. In most firms, 
however, better results are obtained if a definite procedure is 
established for the coordination of the budgets and their com- 
bination into a summarized budget for the firm as a whole. 


This can be accomplished by having the department heads 
transmit their estimates to an executive in charge of budgetary 
procedure, who combines them into a master budget and trans- 
mits this together with the supporting estimates to a budget 
committee composed of all the principal executives with the 
president as chairman. This committee considers the proposed 
budget and makes such revisions as it thinks necessary. The 
department heads as members of the budget committee will be 
given an opportunity to defend their original estimates. After 
the budget is approved by the budget committee, it is transmitted 
to the board of directors for final consideration. When it is 
approved by the board, it becomes the working program for the 
business. The executive in charge of budgetary procedure trans- 
mits to each executive a copy of his budget as approved by the 
board of directors. The budgetary procedure should be so organ- 
ized that the executives will receive their approved budgets a 
sufficient time before the beginning of the budget period to enable 
them to make appropriate plans for their enforcement. 


The budget when adopted in complete form sets limits upon 
the expenditures of all the departments. These limits can not be 
exceeded without the permission of the budget committee. The 
budget also sets up standards of performance. For example, it 
states the sales that are to be made by the sales department and 
the goods to be produced by the production department. 


Budget Reports 


Each department should make plans to carry out its pro 
as outlined under the budget. For Se iiics the nieces 
department makes contracts for advertising space; the sales 
department sets quotas for its salesmen; the production depart- 
ment through its planning department sets up schedules of pro- 
duction. Records should be established which will show the 
performance of each department in such form that it can be 
compared with the budget of the department. This means that 
the classifications shown in the budgets should correspond with 
the classifications shown in the accounts. In fact a budget 
should be regarded as a statement of future accounts made in 


Ch. 79] BUSINESS BUDGETS 1195 


terms of units of responsibility. Executives frequently ask how 
the information provided by the departmental budgets should 
be classified and in how much detail it should be shown. They 
can find their answer by referring to their classification of accounts. 
It may be that their accounts do not provide for a proper analysis 
and classification of data and consequently should be changed. 
But until such changes are made, the budget should be made to 
correspond with the present classification. 


Periodic reports should be made showing a comparison be- 
tween the estimated and actual performance for the period. 
These should go to the heads of departments, the budget com- 
mittee and the board of directors. After considering these reports, 
the budget committee and board of directors should make such 
revisions as they think are necessary. The budget reports are 
a very essential part of budgetary control. Unless they are 
carefully made and conscientiously studied, a considerable part 
of the benefits which should be gained from budgetary control 
will be lost. If each executive knows that a comparison is to be 
made between his estimate and his actual performance, he will 
exercise greater care both in the preparation and enforcement 
of his budget. These reports should be designed to show the fol- 
lowing: (a) current performance, (b) past performance, (c) esti- 
mated performance, and (d) results of performance. 


MONTHLY REPORT OF SALES 


IWionthio tee ease: 1 Oley 
Esti- % % To Esti- % To % 
Depart- This mated || Inc. Last Inc. Date mated || Inc. Date Ine. 
ment Month This or Month or This To Date || or Last or 
Month || Dec. Dec. Year This Dec. Year Dec. 
| | | Year | 
i| | 
B. if: | alle | [ | | { 
[Dera ali 
Gis. aie : 
Frc) cas CHER E |]. 3 l| ‘ I|- || , 
Biter: Lo) ae 
A eee ae 
Cm eo Cen } . ox | | . 
“ANGH ESTE «Ml cee [baal aeeeie bar bean HT AA oe Precast PAR a Fla sla Vee Neel eV 
Illustration No. 196, Monthly Report of Sales 


1196 BOOKKEEPING AND ACCOUNTING (Cher 


Illustrations Nos. 196 and 197 are illustrations of such reports. 
Increases and decreases are shown by percentages so the execu- 
tives can quickly make comparisons. 


Budgetary Control Not a New Idea 


All business firms practice budgetary control to a greater or 
less degree, although many of them do not realize the fact. When 
rates of depreciation on fixed assets are established, a budget on 
the life of this equipment is made; when standard dividend 
rates are approved by the board of directors, they are setting a 
budget on the earning capacity of the firm; when the salaries 
of employes are agreed upon, a budget is set on their earning 
capacity. All these budgets are changed from time to time as 
experience shows the need for correction in the original estimate. 
It may be found that the assets are depreciating more rapidly 
than originally estimated, that the earning capacity of the firm 
is greater or less than originally thought, and that the employes 
are more or less efficient than originally supposed. In the same 
manner estimates of sales, production, finance and expense should 
be made in the light of the best information available and these 
estimates changed whenever more complete or more accurate 
information so dictates. 


MONTHLY REPORT ON SELLING EXPENSE 
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Illustration No. 197, Monthly Report on Selling Expense 
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Business men are coming to realize that coordination of 
departmental activities is necessary for the maintenance of a 
unified business policy and that this coordination can be accom- 
plished best by having the plans of each department submitted 
in writing for the consideration of the executives of all the 
departments. Plans have always been made, but they have 
commonly been carried around in someone’s head. Because of 
the increase in the volume of business performed by the typical 
industrial unit, with the corresponding complexity in business 
organization, it is coming to be less and less possible to maintain 
a business organization that depends upon intuitive faculties of a 
single individual developed by years of experience, faculties 
which perish with the individual. The organization must be 
independent of any individual in it. All of which goes to show 
that there should be some systematic method of gathering infor- 
mation from the past and present, formulating on this basis 
plans for the future, and subsequently reporting how these 
plans have been carried out. Such an accounting and statistical 
organization we may call a budget system. 


Advantages of Budgetary Contro]! 


The primary advantages obtained from the preparation and 
use of budgets are: 


(1) The employes who prepare the budgets are educated 
to think through their problems thoroughly. 


(2) Cooperation between executives and their assistants 
is promoted. 


(3) An effective method of coordinating all the activities 
of a business is provided. 


Education of Employes 


It is sometimes erroneously thought that the budgets are 
prepared primarily for the use of the major executives of the 
company. If a proper plan of budgetary procedure 1s employed, 
department heads, foremen, field supervisors and even salesmen 
should obtain benefits from the preparation and use of budgets. 
If budgets are intelligently prepared, it is necessary for all those 
who are responsible for their preparation to think through their 
problems thoroughly before they submit their future plans in 
the form of estimates. For example, the manager of a branch, 
when he is asked to prepare a budget for his branch for a six 
months period, must try to anticipate the various problems of 
his branch for the next six months and think through a solution 
of these problems before he prepares his estimate. 
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It is natural for employes to postpone a careful study of 
future problems until the time comes when these problems must 
be met. Most employes who have administrative work to per- 
form must handle so many details each day that they neglect to 
think through their future problems. If they are required to 
prepare a budget of what they plan to do for six months in advance, 
it becomes necessary for them to anticipate their future problems 
and think through a method of handling these problems; other- 
wise their budget will be very inaccurate and they will be subject 
to the censure of their superiors when a comparison is made 
between their estimate and the actual results obtained. The 
employe who is required to make a budget, therefore, is educated 
gradually to anticipate his problems and to plan in advance how 
to handle these. Experience has shown that most problems can 
be met satisfactorily if plans are made in advance to meet them. 
The budget, therefore, serves a very useful purpose in educating 
the members of an organization to think more about the problems 
with which they have to deal. 


Cooperation Between Executives and Assistants 


If an employe submits to his superior, at the beginning of 
each budget period, a definite statement of what he is planning 
to do during this period, it provides the executive an opportunity 
to discuss with his assistant his plans and to guide him in his 
thinking with reference to the method of handling his problems. 
The employe is also provided an opportunity to present in a 
definite form his ideas concerning what he thinks should be done 
in handling the activities for which he is responsible. 


The modern tendency in organization is to place larger respon- 
sibility on subordinates. When this is done, it is necessary that an 
effective means be provided for controlling the activities of these 
subordinates. The budget provides the executive a definite 
means of exercising such control since he can ascertain from the 
budgets what the plans of his assistants are before these plans 
are put into execution. The executive is given a means of ascer- 
taining whether or not the thinking of his assistants and himself 
isin harmony. He can ascertain by a study of the budgets sub- 
mitted by his assistants whether or not their plans are in harmony 
with the policies of the company, as established by the board of 
directors and the executives. For example, if the company has 
adopted a policy that expenses must be curtailed, the executive 
can see by a study of the expense budgets whether his assistants 
are planning to comply with this policy by decreasing expenses. 
If the company has adopted the policy that sales of some prod- 
ucts should be increased and that sales of other products should 
be curtailed, the sales executive can see by a study of the sales 
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estimate submitted by the field organization whether or not it 
is planning in harmony with this policy. 


In brief, the budget provides the subordinate an opportunity 
to present in a definite form his ideas for the consideration of his 
superior and it gives the superior an opportunity to correct the 
thinking of the subordinate if it iserroneous. After the executive 
and his subordinates have come to a conclusion concerning what 
the budget should be, it enables the subordinate to proceed with 
the confidence that his actions are in harmony with the wishes 
of his chief and that if he complies with the budget he will not 
be subject to criticism later because of the results he obtains. 


Coordination of the Activities of a Business 


The relationship between the activities of the various depart- 
ments of a business is so close that no one department can carry 
on its activities properly without a consideration of the activities 
of one or more of the other departments. Neither can the execu- 
tives of a business judge properly the past or contemplated activ- 
ities of any one department independent of the activities of the 
other departments. To make possible the preparation of a well- 
balanced program for the business as a whole, it is essential that 
the plans of all the departments be presented for consideration 
of the executives and that the plans of the several departments 
be modified if necessary to bring about coordination. This can 
be best accomplished by the submission of formal estimates to 
the president and the coordination of these by the president and 
his assistants into a program for the business as a whole. 


For example, in a manufacturing business there should be 
close coordination between the sales and production programs. 
In a mercantile firm there should be equally close coordination 
between the sales and buying programs. To obtain sales orders 
which can not be filled leads to loss in several ways: 


(1) It causes the incurrence of unnecessary expenses in 
getting orders which can not be filled. 

(2) It causes the expense of recording the orders when 
received. 

(3) It causes the expense of answering the inevitable 
complaints of the customers who fail to receive the 
goods when promised. . 

(4) It causes the expense of reversing the entries made 
for the order when the customer finally cancels it. 

(5) It incurs the ill-will of the customer, which may re- 

sult in the loss of his trade in the future when it may 
be needed. 
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On the other hand, the production or purchase of goods in 
excess of sales orders leads to even more undesirable results: 


(1) It ties up capital in unsalable goods, with the conse- 
quent loss arising from the capital cost. 


(2) It ties up capital which may be needed in carrying 
on other operations and in some cases the loss of the 
use of this capital may result in serious financial 
embarrassments. 


(3) It results in the procurement of goods which may 
physically deteriorate or become obsolete before 
they can be sold. 


(4) It results in unnecessary storage costs. 


If a sales estimate is prepared and coordinated with an esti- 
mate of production or estimate of purchases, these difficulties can 
in the main be eliminated. Any disagreement between the sales 
and production or buying departments is settled by the budget 
committee, which is qualified to render impartial judgment. 


But the coordination of sales with production and purchasing 
means something more than merely ascertaining the quantity 
which the sales department desires to sell and securing from the 
production department a promise to produce this quantity. The 
quantity which can be sold is usually not an arbitrary amount. 
It is dependent to a considerable degree on two variable factors, 
namely the price of the product and the amount of sales effort 
expended in its sale. 


The establishment of a sales price is the first point of contact 
between the sales and production departments when a coordi- 
nation of their activities is sought. It is preferable that these 
departments first seek coordination in terms of price rather than 
in terms of quantity, which is so often the case. Real coordina- 
tion results in the preparation of a program which will sell goods 
at a price which will produce a sufficient volume of sales to 
require a sufficient volume of production to reduce the unit cost 
to the point where the largest possible profit will be earned on 
the capital invested. The sales price is affected not only by the 
cost of production but also by the cost of selling and the rate 
of profit it is desired to earn. The profit desired is dependent on 
the amount of capital required, which is again affected materially 
by the rate of turnover. The effect of sales price on rapidity of 
turnover must be considered when prices are being fixed. 


All of this leads to the conclusion that in seeking coordination 
of sales and production a number of factors must be considered, 
and these can best be considered by setting forth the sales and 
production programs by means of budgets in written form. 


* 
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Limitations of Budgetary Centrol 


It is as essential that the limitations of budgetary control be 
understood as that the benefits to be derived from it be realized. 
Unless its limitations are understood it is possible that: 


(1) ‘Too much will be expected from the budgetary pro- 
gram, and when it fails to fulfill expectations it may 
be thought useless and abandoned. 


(2) ‘Too much reliance may be placed on its operation, 
and this may result in too little emphasis on other 
methods of administrative control. 


(8) It may be followed blindly, with results more detri- 
mental than those which arise from its absence. 


The most important limitations of budgetary control are the 
following: 


(1) The budgetary program is based on estimates. Esti- 
mates can not be made which are entirely accurate, 
and consequently they must be used with judgment 
and not followed arbitrarily. It is also necessary that 
provision be made for frequent revisions of these esti- 
mates if actual performance shows the necessity for 
such revision. 


(2) Budgetary plans will not execute themselves. After 
budgets are prepared, constant vigilance is necessary 
to insure their enforcement. Detailed plans must 
be made for carrying out the budget and these plans 
must be enforced. Unless there is an efficient organ- 
ization these objectives will not be attained. 


(8) Budgetary control can not take the place of good 
management. It is not the purpose of budgetary 
control to deprive the executives of the necessary 
freedom of action which is essential to progressive 
management. Its purpose is to provide the infor- 
mation on which administrative decisions are based 
and administrative control is exercised. 


(4) Budgetary control can not be perfected immediately. 
The procedure called for by the budgetary program 
is usually new to executives and it takes time to train 
them to make and use properly estimates of future 
operations. Too much should not be expected of budg- 
etary control at the beginning. In many cases it is 
desirable to install budgets gradually so that the exec- 
utives may be educated how to prepare and use them. 
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QUESTIONS FOR CLASS DISCUSSION 


wee es 


Mr. A. says that he and the heads of the departments of his 
business spend considerable time in committee meetings dis- 
cussing the outlook for business and he can not see that it would 
be of any advantage for them to prepare a formal budget. Do 
you agree with Mr. A.? Why or why not? 


= Soe 


Mr. X. says that his business is of such a nature that it is 
impossible to plan the sales accurately and_ therefore he feels 
that it is useless to prepare a sales budget. Do you agree? 


Soy 


Do you feel that it would be advantageous for the manage- 
ment of a business having a large number of widely scattered 
branches to have budgets presented by the branch managers? 
Why? 


ra, ale 


“The sales department should usually show its estimated 
sales in both volume and value.” Why? 


iets. 


“It is not easy to coordinate sales possibilities with produc- 
tion capacity. In fact, it is one of the most difficult of adminis- 
trative problems.’’ Do you think budgets would be of assistance 
in overcoming this difficulty? 


Banik ote 


_ The Smith Manufacturing Company has five factories located 
in different cities. The King Manufacturing Company’s pro- 
duction activities are all located at one plant. What differences 
do you think there would be in the preparation and enforcement 
of the budgets of these companies? 


Se 


What advantages does a small firm derive from budgets to 
compensate for the labor and time involved in making them? 
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ee 


__ “Budgets should be prepared in terms of units of responsi- 
bility.””. What does this mean? 


Shek aes 


The Y Manufacturing Company manufactures only for 
special order, while the Z Company manufactures for stock. Will 
there be a difference in the method of preparing the budgets of 
these companies because of the difference in production policy? 
Explain. 


ae i 


A. C. Brown, a wholesale dry goods merchant, having read 
much literature on the advantages of budgetary control, prepares 
for his own use estimates of sales, purchases, selling expense, 
salaries, and net profit for a six month’s period, to be compared 
with the actual results shown by the next semi-annual Statement 
of Profit and Loss submitted by his bookkeeper. At the expira- 
tion of six months, he finds that: 


(a) Sales are $8,000.00 less than estimated. 

(b) Purchases cost $2,000.00 more than estimated. 

(c) Selling expense was $3,000.00 less than estimated. 
(d) Salaries were $2,000.00 less than estimated. 

(e) Net profit was about $5,000.00 less than estimated. 


What essential factor in budgetary control did Mr. Brown 
ignore? Suggest procedures by which he can use his budget to 
control operations for the next six months’ period. 


ig ERS 


The budget manager of the Grant Department Store says 
that the employees of the company should be interested in the 
budget of their respective departments and in the actual per- 
formance of the department as compared with the budget. He 
suggests that a meeting of each department be called separately 
each month, at which the results produced by the department 
would be discussed and bonuses on sales awarded. Formerly, 
bonuses have been included in the pay envelopes without specific 
comment. What advantages and disadvantages do you see in 


this plan? 
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LABORATORY MATERIAL 


Exercise No. 273 


Company A is a small department store having fifteen depart- 
ments each in charge of a department head. The store is managed 
by the owner who has two chief assistants, one who acts as mer- 
chandise manager, and the other who has charge of the financial, 
accounting, and office functions. 


Company B has a chain of six hosiery stores each in charge 
of a store manager. The managers of these stores all report to 
the owner of the stores. 


INSTRUCTIONS: Outline budget programs for both of these com- 
panies and point out the reasons why they differ. 
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